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A Case in Systematic Sales Forecasting 
by CHARLES E. MANTEUFFEL 


Budget Director and Statistician, Jefferson Island Salt Co., Louisville, Kentucky 


A certain definiteness, although not rigidity, marks the sales forecast- 
ing procedure bere outlined, which makes use of averaging of inde- 
pendent estimates at certain points. Reliance is placed on the opinion 
of sales staff as to future prospects, on company experience, and on 
the opinion of top management as to probable economic conditions as 
well as policy developments. 


Sus FORECASTING as an aid to business management is still in its infancy, 

and acceptance of it is by no means widespread. Too often, when a program 
of forecasting sales is presented to the top managers, they reject it because they 
do not recognize what it could do for them. The excuses are as many as they 
are varied. Just a few are, “No business is like ours,” “How can we know what 
we ate going to do when nobody else does,” “Why guess what we are going 
to sell, we just sell all we can,” and “We are going to spend so much for capital 
investment and that’s it, regardless.” 

None of these excuses reflects a fully-tenable position. There is no business 
or industry which cannot, with a little application of true diligence, forecast 
its sales with a reasonable degree of accuracy, barring only a major economic 
dislocation. As evidence of this statement, I can state that, since the inception 


of the plan set forth in this article, our company, a producer of salt, has en- 
joyed a 95 per cent accuracy in its sales forecasts. This is the more impressive 
when it is realized that we have approximately 200 different items, in our line, 
each of which may have one or more uses and each use or package having a 
different season in different geographical areas. 
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Elements in the Sales Forecast 


Our sales territory is divided into regions, each consisting of a group of 
states and supervised by a regional manager. A region is divided into divisiogs 
(generally one state) supervised by a division manager. Each division, in tum 
is subdivided into two or more salesmen’s territories. The sales controlled by 
this field organization are identified as sales force sales. Contract, export and 
sundry sales are handled directly by the main office and the sales force is ag 
involved. The Budget director and the Vice President in charge of sales are 
jointly responsible for the timely preparation and completion of the sales for. 
cast. For forecasting purposes, all sales are classified into four major categories 


1. Region and/or division sales. (Sales force sales) 


2. Contract sales.) Not specifically treated in this article but procedure is similar 
3. Export sales. } that described. 4 
4. Sundry sales. 


In general, the annual sales forecast can best be described as a synthesis of; 


. Territory salesman's forecast for his ter- 5. Budget director's forecast for the com 


ritory. pany based on two statistical methods: 

2. Division manager's forecast for his di- a. Recent experience, adjusted on five 
vision. year data to an annual basis, 

3. Region manager's forecast for his region. b. Long-term trend method. 

4. Sales management's forecast forthe com- 6. Executive or top management's economic 
pany. forecast. 


Building the Sales Staff Composite Forecast 


In the fall of the year the Budget director prepares a one-year summary of 
sales, by grade and container, of all significant items sold in each territory a 
division. The year used includes the last quarter of the preceding calendar yea 
and the first three quarters of the current year. The term, significant itemy 
means those which are important in the sales of a particular territory or division 
There are two good reasons for limiting the number of items the salesman’ 
asked to forecast. It can readily be seen that, if a salesman is requested to for 
cast sales of an item not yet generally sold in his territory, he may make som 
wild guess to impress the home office. Also, if he has to estimate territory sales 
for the entire range of products sold in it, he will throw up his hands and a& 
“What do they want me to do? Sell or spend my time doing paper work?” 

To determine the items on which the salesman should make a forecast, ® 
have followed a “rule-of-thumb.” If an item represents less than two per Git 
of total volume, it is not considered a “significant” item. An exception to tit 
is that we ask every salesman to forecast his sales of all items which we alone stl 
or which we specialize in. They are items which the company, either for advet 
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tising or other reasons, want to sell as widely as possible. Generally, it turns 
out that we ask each salesman to forecast sales for approximately twenty to 
twenty-five items out of the more than two hundred which comprise our line. 
For our forecasting procedure we always work on the theory that, although the 
region manager has a broad understanding of his region and knows the larger 
accounts, the territory salesman is closer to all customers than anyone above him. 
He knows the local conditions and is able to talk to the buyers who are familiar 
with the community. 

The one-year summary of significant items which the budget director prepares 
for each salesman is in terms of tonnage sold and the salesman supplies his fore- 
cast of tonnage, as in the table below. From this table, two other features will 
be noted. The first is that a five-year classified tonnage summary is appended 
for the salesman’s guidance. The second is that a section for “additional items” 
is included. Each man is familiar with our entire line, and he may feel that he 


will develop sales of items which have not been significant in his territory in 


the past year. The form supplied each salesman is, in its general features, as 
follows: 


1954 FORECAST OF SALES 
TERRITORY/DIVISION XXX 





John Smith 
TONS SOLD YOUR ESTIMATE 
YEAR 4 YEAR 
10/1 /52-9/30/53 1954 
Rock—100 Ib. Multi-wall Bags ................cccccsseesecseseeeeees 100 (150) 
50 Ib. Multi-wall Bags ..............ccccccsesescsseeeseenees 150 (200) 
Rock Gran—100 Ib. Cotton Bags ..............cccccsscseesesseees 200 (175) 
EN Mn ELLEN LIN EE AF 700 (800) 
SU NOUNS COON oon sccccccosscdracacsusontncitaaoniousvemnesecied 300 (400) 
UU Baad Wane anaecsniiciinssecasensedsnsesiebsnsotnscniacese 1,000 (1,200) 
BIN ND oo csiocssceintensiennusebinnenntbebenaenecie 100 (100) 
ITE, FREER Sr ae SES HM 1,000 {1,300) 
IIE <- os, kessscstesoradeiotcatesienanebadurcinasiadbecnaniniess — (1,500) 
Past Five-Year Summary 
ROCK EVAP. FLAKE TOTAL 
+ Sheetal RMR EE ei one on on a 
PaaS = on -_ = 
1951 a ae a ast on ~_ int = 
I a te aa 650 250 75 975 
1953 siaiasmnehiintitteandapiinie 750 350 100 1,200 





(Note: Figures in parenthesis are those inserted by the salesman) 


Each division manager, using similar data furnished him for his division, pre- 
pares an independent estimate of expected sales for his division for the coming 
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calendar year. This is one time we ask our Territory Salesman, Division Manager 
and Regional Managers to act independently of each other. In forecasting, 
do not want an individual to be influenced by another's thinking. 

The underlying information is furnished to the field about November 1, and 
all estimates are returned directly to the Budet Director by November 15. The 
Budget Director reconciles or (for lack of a better word) blends each Divisigg 
Manager’s forecast with the total of his Territory Salesmen’s forecasts. An @& 
ample will serve best an as explanation, with attention directed to the “total” and 
“composite” columns: 


DIV. MGR. TERR. | TERR. 2 TERRIVORY 
FORECAST FORECAST FORECAST FORECAST COMPOSITE 
Rock A—100 Ib. MW 500 150 300 450 475 
50 Ib. MW 200 200 200 
Rock Gran—100 Ib. Cotton 200 175 250 425 313 
Totals 3,000 1,300 1,500 2,800 2,900 


It will be noted in the example Rock A, 50 lb. MW was not a significant 
item to the division manager or Territory 2. In this case, the salesman’s forecast 
for territory 1 was used as the composite figure for the division. In the case, 
of Rock A, 100 lb. MW, the division manager forecast 500 tons, whereas the 
sum of his territory salesman’s forecast was only 450 tons. Either the Division 
Manager was overoptimistic or the territory men were overpessimistic. It will 
be noted that, for the composite, we took a straight arithmetic average of the 
two figures. This usually proves fairly accurate. Experience has also shown ws 
that some men are of the over-cautious type, while others will soar to heights 
all too readily. Knowing the salesmen helps the Budget Director to evaluate the 
forecasts. Later, partly as a procedure to obtain better forecasts, we advise each 
man of the final forecast for his territory or division and notify him monthly 
of results against forecast. A man who is constantly behind forecast will tend 
to lower his sights on his next forecast, while the man who is constantly ahead 
will tend to do the opposite. 

Contributions to the forecasting process do not stop with divisional sales mar 
agement. To top sales management, consisting of Vice President-in-chargest 
sales, the sales office supervisor, and their assistants, the Budget Director fut 
nished a five-year summary for each division, showing total tons sold of t 
three principal types of salt. In return, he receives a forecast for each division, 
again by November 15. It is to be noted that top sales management deals only 
salt-type totals, not individual items, and breaks down its figures for the dive 
sions only. 

The budget director takes the forecast of a division as made by the salé 
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management group and averages this total with the composite resulting from the 
forecasts of the respective Division Manager and his territory salesmen. Assum- 
ing that the sales management group expects 3,200 tons from the division, for 
which figures have already been shown, the procedure would be to average this 
expectation with the 2,900 composite, arrived at before, resulting in a sales de- 
partment forecast of 3,050 tons. This figure will be used by sales management 
as a yardstick, as it is strictly developed by the sales department, although ac- 
cording to budget procedure this forecast may or may not be made by top man- 


agement. 


Averaging-in the Budget Director's Statistical Forecasts 

The Budget Director prepares two statistical forecasts of sales by tons, for 
each division. The first forecast is made by using the third quarter of the current 
year, seasonally adjusted on a five-year history. For this purpose, records are 


} kept of each division’s sales, by months, of total tons of each grade of salt. A 
typical sale of a grade for a year might reflect the following: 


MONTH TONS PERCENTAGE 
January 10 5.0 
February 15 7.5 
March 5 2.5 
April 10 5.0 
May 10 5.0 
June 15 75 
July 25 12.5 
August 35 17.5 
September 40 20.0 
October 15 75 
November 10 5.0 
December 10 5.0 
Total 200 ‘ 100.0 


It can be seen that the third quarter sales of this particular grade in this par- 
ticular division amounted to 100 tons out of the total year’s sales of 200 tons, 
or 50 per cent. This would be a highly seasonal sales characteristic. It could 
just as readily be in any other three-month period, depending on the particular 
grade and geographic location. Let us assume that the five-year record results 
in the same seasonal indication and that during the current third quarter this 
division sold 150 tons. If this is 50 per cent of annual sales, it results in 300 
tons, which we put down as our expectancy for the following year’s sales of this 
gtade. This is done for each grade in each division and the total for each divi- 
sion is the forecast for the following year. 
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MONTHLY COMPARISONS - FORECAST SALES WITH ACTUAL ; 
BY DIVISIONS AND IN TOTAL 
Dec. 
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EXHIBIT 1 


The second forecast prepared by the Budget Director is the straight-line trend 
corrected for season variation, using the previous six years as a base. This isa 
called the method of least squares, or root-mean-square line of best fit. Itt 
prepared for each grade in each division, using the same basic informaltita 
which was described in connection with the foregoing method. : 

The Budget Director then prepares his final statistical forecast by projecting 
the mean of the two statistical forecasts. Generally, the two forecasts will be 
relatively close. This final statistical forecast is then averaged, in total tons fat 
each division, with the final composite of the sales department. Assume thit 
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the statistical mean total for the division referred to before, is 3,100 tons. The 
final sales department composite was 3,050 tons. Averaging gives a final fore- 
cast of 3,075 tons. 

The Budget Director then revises the various division forecasts and, in turn, 
their respective territory figures to reconcile them with the final forecast. 


Over-all Economic Adjustment to Forecast by Top Management 


It is the responsibility of top management, consisting of the officers of the 
company, to prepare, either individually or collectively, a general forecast of 
business conditions, giving an interpretation of its net effect on company sales 
during the coming year. Consideration is also given to the introduction of a new 
product, change of company policy, adjustment of prices, or a major advertis- 
ing program to be undertaken in the following year. This group determines to 
what extent the particular findings will affect company sales, e.g., business will 


" be off 5 per cent, remain steady, or possibly increase 10 per cent. The Budget 


Director is advised of top management’s decision and he may be instructed to 
adjust the combined forecast accordingly. 


From Tons to Dollars 


The Budget Director takes the final forecast of tons of product to be sold 
by each division and assigns them to each month of the year, based on each re- 
spective division’s seasonal-to-total sales ratio for the previous three years, re- 
gardless of the various grades. The individual seasonal characteristics of the 
vatious grades are taken care of in the part they play in determining the monthly 
seasonal variation in total sales. 

The next step is to determine the sales value of these monthly sales. When 
principal price changes from the current year are known, the forecast for each 
month’s tonnage sales for each division is extended at the average price per ton 
received for the respective months during the current year. A summary is then 
prepared reflecting total tons to be sold during the various months of the coming 
year, and the resulting sales dollars. 


A Report, Charts, and a Meeting to Check on Results 


Each month the Budget Director prepares a comparative statement, in both 
tons and dollars and by divisions, showing current month and year-to-date actual 
tesults compared with the forecasts. Also shown is the percentage by which the 
various divisions either exceeded or failed to make their respective forecasts, 
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CUMULATIVE COMPARISONS - FORECAST SALES WITH ACTUAL 
BY DIVISIONS AND IN TOTAL 
Per Cent 
: 100.0% 
Dec. 
58.3% 
We Ae | eee Tee Dheoswieaul 
July a 
50.0% 
June Gl p--4- =~ YS% ----4-- ---- -- be ene - ee 
“Bias das es ee es 
May 
Y 33.38 
Z 
om IAI 
A Zw 
Z Y 25.0% 
March Z Z 
Al Z ‘ 
Al 
Z y 16.7% 
Feb, Y Z 
Aig 
gy Z 8.38 
Jan. Z g 
A 
t #0 Total 
Division A B c Company 
[] Cumulative Forecast Y Actual Results Against Forecast 
EXHIBIT 2 


monthly and year-to-date. These results are likewise plotted on two charts ail 
are reviewed by the Budget Director at a monthly “statistical” meeting for mat 
agements and various interested department heads. The comparative report takes 
the following form: 
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YEAR-TO-DATE 


MONTH OF MAY OVER (UNDER) (FIVE MONTHS) OVER (UNDER) 
FORECAST ACTUAL FORECAST FORECAST ACTUAL FORECAST 
Division A «500 550 10% 2,500 2,250 (10%) 
Division B 800 600 (25%) 5,000 4,000 (20%) 
Division C 600 800 33% 2,800 4,000 43% 


From the foregoing, it is apparent that Division A exceeded the current 
month’s forecast by 10 per cent but is still 10 per cent behind for the five 
months, due to some bad months earlier in the year. Division B fell short in 
the current month by 25 per cent and is 20 per cent behind for the year-to-date. 
Division C exceeded the forecast for the current month by 33 per cent and is 
43 per cent ahead for the year-to-date. I have purposely made these examples 
very pointed. Normally, sales management knows the reason for any great devi- 
ation from the forecasts. The charts also used emphasize facts like these which, 
in the case of divisions lagging behind, demand attention by the management. 
Exhibit 1 shows a chart with two plottings for each division, one for tons (T) 
and one for sales dollars (D). These two plottings may or may not keep pace 
with each other. Note that Division A exceeded its forecast tonnagewise, yet 
failed to make its goal in sales dollars. This probably means the division is 
selling lower-priced package items, or possibly the character of the sales in the 
division may be changing because of local conditions, thus lowering the average 
price per ton received. In any event, the chart spotlights the change and provides 
a signal for sales management. 

The second chart (Exhibit 2) is very important as it depicts the results of the 
various divisions cumulatively for the year-to-date. Sales can vary from the nor- 
mal pattern from month to month, even to the extent of developing an entirely 
new seasonal pattern, but the showing through the year on this cumulative chart 
will offset these monthly variations. Briefly, the plotting is determined for both 
tons and sales dollars as follows: 

If Division A should realize 40 per cent of its annual tonnage in five months 
and its actual sales divided by its annual forecast are 45 per cent, the division is 
ahead of its cumulative forecast by five points. Likewise, if it should have at- 
tained 55 per cent of its sales dollars and the sales divided by its annual fore- 
cast came out to only 40 per cent, the division is 15 points behind its cumulative 
forecast. Here again, the situation demands sales management's investigation, 
because the success of the entire plan rests on the success of each integral part. 
One division may cause the company to fail in reaching its desired objective. In 
the example I have used, Division C may be doing a “bang-up” job, running 
ahead of its forecast (due to lower bases), yet its results are not sufficient to off- 
set the negative results in Division A. 
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Forecasting Has Some Answers to Managerial Problems 


We have developed a sound procedure for forecasting the following years 
sales and for checking on results, with provision for correcting adverse resully 
as the year progresses. Do we stop here? Is the program just to stimulate og 
salesmen? Perhaps it has other uses. We need some new equipment which will 
cost $100,000. Can we afford to buy it? There is a new market to be developed, 
Can we enter it? A good advertising program has been presented which will 
further our business. Is this the time to start? It may be that we can carry ou 
forecast into the management planning area. 

We know the sales dollars to be returned by each division. It is a simple 
matter to prepare gross profit statements for each. Applying the average cog 
for each division (in our industry, each division may vary in this respect duet 
its character of sales) will give the gross profit we can expect from each. Supply 
the known selling expenses, and allocation of administrative overheads, and we 
have the expected operating profit for the company. This brings us to the red 
value of a forecast. 

Management can go to the board of directors and say, ‘Here is what we will 
make next year.” A known portion is to be used for taxes and dividends 
leaving x dollars for company use. On this basis, possibly management can als 
say, “We can allocate so much for that new market we have wanted to open”— 
“that radio network we wanted to use can now be afforded”—or, “that new 
installation in the plant will be justified.” Through sales forecasting, manage 
ment is provided with a sound appraisal of the future, rather than mere guesses 
At interim board of directors meetings, progress can be reported substantiating 
the program decided on. Any adverse condition arising can be met with ded 
sion and, if necessary, a timely curtailment of the program. 

After a year or two of education, from the bottom up, more experience is dé 
veloped and sights can be raised from a one year to a two, three, or five yet 
program of forecasting. In a progressive company which is profit-conscioms,i 
sound program of forecasting sales can help assure that profit. Weaknesses at 
disclosed by divisions early and clearly and the corrective steps can be dete 
mined and taken promptly. It may be decided to switch personnel, give mat 
agement aid, stress more profitable products, or even abandon a particular matket 
There may be an over-all emergency situation. A costly piece of equipment 
even a new plant may be needed. Shall we gamble outlay on our hopes i 
next year or worry along with what we have? Next year’s projected profit and 
loss has an answer which can lend that additional bit of assurance needed fat 
the right decision. 
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Planning and Control Through Budgeting 


by FRANK L. ESPOSITO 


Piant Controller, Linden (N. J.) Plant, General Aniline and Film Corporation 


This thoroughgoing review of the problems connected with installing 
and operating a budget and the services reasonably to be expected 
from it, centers on budgeting as a medium for coordination. As such, 
it involves both orienting company operations within the framework 
of managerial planning and maintaining control over internal per- 
formances. These goals are, to some extent, differentiated but not 
separated in the article text, which “gets down to the ground” in the 
areas of both fixed and flexible budgeting. 


His PAPER COVERS the rather broad subject of budgetary control. Businesses 

which plan their operations properly rarely find themselves in trouble be- 
cause they are in a position to foresee problems and take the necessary steps, 
usually pre-planned, to adjust their operations to existing conditions quickly 
and easily and thereby maintain the all-essential proper ratios among sales, op- 
erating costs and inventories. Thus the fundamental purpose of budgetary 
controls in business is to chart the most profitable course and to assist in hold- 
ing the business on that course. 


Benefits and Primary Aim of Budgeting 


1. Perhaps the prime advantage of systematic budgeting is that it forces management 
to an early study of its problems and instills into the organization the habit of 
careful study before making decisions as to action. This is not easy of achieve- 
ment since most of us, being human, tend to postpone making difficult - decisions 
until we are forced to do so by necessity, too often too late. 

2. The company is afforded the opportunity to enlist the entire management organi- 
zation, from foreman up, in budget preparation, which will make the final budget 
plan expressive of the combined judgment of the entire organization, thereby 
eliminating the prejudices which frequently affect the judgment of individual 
groups. 

3. The budget procedure provides a tool through which basic policies are periodically 
examined, re-stated, and set forth as guiding principles for the organization as a 
whole. 

4. The budget is a valuable aid in directing capital and effort into the most profitable 
channels. A certain amount of funds must be expended for facilities and inven- 
tories and a certain amount directed to the promotion of sales, research, etc., but 
these amounts must be kept in proper balance. Although such a balance, represent- 
ing an ideal, is seldom achieved in actual practice, the realization of the goal will 
be more nearly attained by careful advance planning. 








829 











5. In some respects, the most important purpose of budgeting is to coordinate and 
correlate effort. In many companies, there is a definite lack of coordination of 
effort and this is a very noticeable restraining factor in effectiveness of operations 
People will not accept responsibility unless lines of authority are clearly defined 
There is no management control activity which so quickly reveals weaknesses jg 
organization as the orderly procedure of systematic budgeting. 


6. Although the primary purpose of budgeting is to ascertain the most profitable 
course for the business to follow, and to develop a program which holds the com 
pany to that course, the budget also provides a valuable tool of control over certaig 
operations. Some operations and expenditures can be subjected to very definite 
control. For example, the expeaditure for plant investment can be rigidly held 
to prescribed limits, in spite of the usual enthusiasm for research and production 
people to go beyond these limits. 

7. Finally, and perhaps most important from a national economic viewpoint, budget. 
ing offers the greatest hope for providing stability of employment, the most ep 
nomical use of physical equipment, and the most effective preventative of waste, 

In the development of a budget, the question almost immediately arises a 
to whether the program should be based on standard performances or actu 
expectation. The latter basis assumes as a fact that everybody in the organi 
zation will at all times come through with satisfactory performance, In the 
considerable amount of literature on the subject of budgeting, I have found 
much confusion on this point, with the result that the term, budgeting, does not 
have a clearly defined and generally accepted meaning. This confusion relates 
to the ultimate purpose which the budget is to serve. If it is to serve primarily 
as a measure of individual performance, then it should be based on standard 
performance. If, on the other hand, it is to serve primarily as a tool of @ 
ordination of operating and financial factors, then it should be based on actu 
expectation, whether good or bad. 

Knowledge of what can be done and what, in all probability will be done, 
are both essential to good management. One serves as a basis for control of 
performance, the other as a basis for the correlation and coordination of opem 
tions. Assume that a worker can produce 20 units in an hour, but actual & 
perience, and therefore our expectation, is that he will produce only 18 unit 
an hour. Then the question arises—should we budget in terms of 20 or 18 
If we budget 20 units, the budget becomes a standard or measure of perfom- 
ance, but certainly will not serve to balance and coordinate our operations. If 
we plan for the financing and production of the 20 units, we shall probably 
wind up with more goods than we need. If we budget the 18 units, the budge 
will serve to balance and coordinate operations but will not serve as a standant 
by which we can truly measure performance. Of course, management should 
take steps to attain the production of 20 units per hour, but this may requift 
some time. 


N.A.C.A. BULLETIN 





830 








ing. 
org: 








Bik BSELEG 


ial ex 
} units 
wr 18? 


GEEGELS 












These considerations emphasize the fact that the same figures will not al- 
ways serve for both standards for cost accounting and for budgets and that 
both types of information are required. In many concerns in which operations 
have become highly standardized, this distinction tends to disappear, although 
seldom entirely, and the budget figures will serve, generally speaking, both as 
a measure of performance and as a coordinating tool. 

However, in my opinion, the budget is first and foremost a tool of coor- 
dination of operating and financial factors and, therefore, should be based on 
actual expectation. At the same time, for successful managerial control it is 
essential that a volume standard be set up for the purpose of measuring per- 
formance of individuals and/or groups of individuals. Variations from such 
standards indicate good or bad performance. Important variations from the 
budget standards indicate that new conditions have arisen which must be faced 
and operating plans revised accordingly. 


Starting Successfully on Budgeting 


There are a number of conditions which I deem essential to successful budget- 
ing. They may be briefly summarized. To begin with, there must be a proper 
organization set up. The budget cannot be developed successfully until the 
company is properly organized. The current trend in organization, particularly 
in the large companies, is in the direction of decentralization of authority and 
responsibility, in order to place it as nearly as possible at the point of action. 
The department head, for example, is given general policies and is then re- 
quired to assist in making the plans in accordance with those policies. 

Satisfactory accounting is another important prerequisite. The accounting 
records must reveal past operations in all necessary relationships for sales, costs, 
and profits. It must be possible to determine from the records, the’ relation- 
ships of costs and results, as well as the efficiency of the individual, divisional 
and functional performance. In addition, they must reveal important trends 
in both operating and financial relationships. 

Research is, likewise, a necessity. To a large extent, the future program 
is guided by past experience, but records of past performance are not enough. 
The successful business must be guided by the determination to find new prod- 
ucts and to develop more economical methods of producing and supplying its 
goods and services. 

There must also be responsibility for budgeting procedure. Someone must 
be definitely in charge of the budgeting procedure. No function of the business 
is more important, yet none is more likely to be neglected. In addition, sup- 
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port by top management is an underlying requirement. Effective budgeting 
cannot be accomplished without the full support of top management. The pro. 
cedural part of the budget can be delegated but the final executive force nece 
sary to motivate the action must come from top management. Then, there is 
the necessity of selling the budget idea. Perhaps the most essential condition 
to successful budgeting is the acceptance of the budget by the operating people 
By “selling” them the idea of the budget, explaining clearly its purpose and its 
aims, and by allowing them to participate, as fully as possible, in its develop. 
ment, it will be found that acceptance and conformity are not difficult of attain. 
ment. 

In developing budgets, there are three important points which should be kept 
in mind. The first is that budgets represent expectancies. At the beginning of 
the budget period, they are used to forecast requirements of finance, man-power, 
and other variables related to production and sales. During the period, they are 
used as a comparison measure to be sure that actual costs are in line with ex 
pectations, that is, that the business is “keeping on its course.” In the second 
place, budgets should be set for all departments in the company, from sales to 
manufacturing, and should include both income and expense. As the third 
point, a budget emphasizes cost levels which should not be exceeded. If they 
are exceeded, then the whole foundation upon which profits are predicted is 
jeopardized. 


The Budgeting Process 


In setting up a budget for a given period (usually a year), it is necessary 
to determine the quantities of each product expected to be made during that 
period. This information is ascertained from a sales forecast, by product, pre 
pared by the sales department, giving proper consideration to inventory goals 
by product. If a flexible budget is being prepared, multiples of these quanti- 
ties are shown for various levels of production. 

For each product, a listing (standard bill of materials) should be available 
of the materials and labor operations required, which provide the information 
needed to calculate total expected material, labor and burden costs. These totals 
may be grouped by like operations, by cost centers and/or departments and 
according to the classes of expenses desired. The ultimate result is a budget of 
expenses for the whole plant, subdivided into expenses for each cost center 
and/or department. In our plant, we have established approximately fifty budget 
control units, each consisting of one or more cost centers, the expenses of 
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which are directly controllable by the individual in charge of the control unit. 
This brings responsibility right down to the point of action. 

To determine budgeted burden, some standard measure must be employed, 
such as a rate per machine hour, labor hour etc., which can be applied directly 
to the number of production units required. It should be noted that a concern 
on a standard cost basis may find it desirable to modify its standard cost so 
obtained, so that it represents not the cost at best attainable efficiency but, rather, 
the cost which may be expected to occur. Obviously, the best guide to future 
costs is past costs. The comparison for preceding periods of actual and stand- 
ard costs provides a ratio which, if multiplied by the standard cost for budgeted 
production, will give a figure which might be expected to prevail, other factors 
remaining unchanged. 

However, the employment of these ratios is not quite so simple as a quick 
statement might imply and should be modified by experience. Allowance should 
be made for effected savings, a prime purpose of standard costs. A realistic 
approach would be to reduce the actual-standard ratio somewhat. How much 
can be learned only from an examination of trends reflected in recent periods? 
Also, because the ratio of actual to standard is influenced by the level of op- 
eration, past ratios are truly applicable only to budgeted productions at approxi- 
mately the same level. In other words, the capacity variance must be weighed. 
The best solution for this problem is to have separate ratios for fixed and vari- 
able items of expense. 

When the total budgeted expenses have been developed, they are compared 
with budgeted income from forecast sales and other sources. It is then pos- 
sible to determine what profits may be expected. Although the budgeted ex- 
pense has been based to some extent on past ratios, it does not necessarily fol- 
low that the profit margin will be the same as in the past. For one thing, as 
I have stated, the level of operation may be quite different, resulting in a greater 
or less absorption of fixed expenses. Also the production pattern may have been 
altered in such a way as to give more weight to relatively poor profit items, or 
vice versa. For these reasons, if adverse results are indicated, one or more 
of the following steps may have to be considered: 


3. The manufacturing departments may 


1. The sales department should review the 
have to take more drastic steps to cut 
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expected sales volume it aims to at- 
tain and, if possible, revise it. 


2. The sales department may have to 


shift its sales estimates to achieve a 
different balance among products, so 
as to emphasize the more profitable 
items. 





costs, perhaps by locating material 
markets at lower cost, improving man- 
power efficiency or improving manu- 
facturing processes, etc. 

. The firm may have to resign itself to 
operating at a lower margin of profit, 
or even at a loss, for the period. 
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Serviceability of a Fixed Budget 


To this point the present article has covered, for the most part, the develop. 
ment of what is generally termed a fixed or static budget. Under this method, 
an assumption is made as to anticipated level of operation for some future 
period. Based on this assumption, a determination is reached as to the appro. 
priate amounts for the budget, of each class of expense for the period. This 
produces budget amounts applicable to the estimated level of operation. If this 
level does not materialize, comparison of actual costs with budget produces a 
somewhat misleading result. Although most companies using fixed budgets 
accept the fact that circumstances will arise which cause performance to deviate 
from the budget, they are satisfied simply to note the probable causes for de 
viation and to estimate the financial results. Some companies periodically ad- 
just their fixed budgets to allow for such changes. Others make revisions only 
when drastic changes occur. The inclusion of a contingency factor in a fixed 
budget is common practice and is often intended to obviate the need for revi- 
sion. 


Need for and Construction of a Flexible Budget 


Some companies regard their sales outlooks as so uncertain or irregular as to 
make fixed budgets practically useless. These concerns have, and properly, 
adopted what is known as a flexible or variable budget. This method is an 
attempt to overcome the shortcomings of the fixed budget and provides a closer 
means of control. Budget standards are set, not as amounts of money but as 
factors or multipliers which, once established, can readily be applied to any 
assumed level of activity in order to determine the allowable amounts of ex 
pense appropriate to that level. The advantages to be gained from flexible 
budgets are that they usually do not require frequent revisions, changes in direct 
costs resulting from variations in production level or product mix are mort 
accurately reflected, and they provide a much fairer basis for distributing over: 
head costs at different manufacturing levels. 

In simple terms, a flexible budget is a series of cost estimates for various 
elements of expense at different levels of activity, anywhere from a complete 
shutdown to several times normal production level. If there is a sudden drop 
or rise in requirements, any or all departments know immediately how costs 
must be adjusted to maintain desired operating balances. However, a study 
of cost behaviour is involved. In developing standards for the various items 
which constitute manufacturing and administrative expense, it will be found 
that they do not all possess the same characteristics. In particular, it will quickly 
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be evident that their performance under changing levels of activity does not 
follow a common pattern. 

Therefore, costs are classified into three groups. Fixed expenses include 
such items as depreciation, property taxes, rent, etc., which are found to re- 
main constant at practically all levels of operation. Variable expenses are those 
which vary almost directly in proportion to the level of operation and include 
such items as perishable tools, manufacturing supplies, inspection, etc. Semi- 
variable expenses vary to some extent with changes in levels of operation but 
not directly in proportion to such changes. This group includes items such as 
supervision, maintenance, light and power, etc. It will be found that a portion 
of this third type of cost will be incurred even if operations go to a zero level. 
Therefore, since this portion is incurred irrespective of volume, it is known as 
the fixed component of the cost. The additional amount incurred as volume in- 
creases is the variable component. 

The importance of understanding different cost characteristics cannot be over- 
emphasized. It should be obvious that, if we desire to establish suitable flex- 
ible budget standards for various levels of operation, constant attention must 
be paid to these characteristics. Otherwise an unrealistic measure will be set 
up. For example, if a budget standard expressed as a rate per unit of factory 
activity were to be established for use in measuring a fixed expense, this would 
result in increasing or decreasing the amount of allowable expense as the oper- 
ating level changed, whereas, in fact, the allowable amount should remain con- 
stant. It is evident, therefore, that the appropriate types of budget standards 
for the three types of expenses should be as follows: 


|. For variable expenses—The standards 3. For semivariable expenses — The bud- 
should be expressed as a rate per unit get standards are broken down into 
of base activity such as —— dollars two components expressed as: 
and cents per standard machine (or a. A fixed sum, per month, plus 
labor) hour. b. A rate per unit of base activity. 
2. For fixed expenses—The standards An example would be — 
should be expressed as a fixed sum Fixed —— dollars per month, plus 
per period. An example would be —— Variable dollars or cents per 





dollars per month. standard machine (or labor) hour. 


With these principles in mind we may now turn to the methods used in estab- 
lishing the appropriate budget standards. The controller or budget director, 
working in close harmony with the industrial engineering department, where 
such a department exists, prepares flexible budgets for the various cost elements on 
the basis of engineered standards and/or an historical analysis of the different 
items of cost. Where industrial engineering is available, the budget standards 
are developed on an engineered basis, that is, they are based on study of the 
operations involved, through time study, methods analysis or similar techniques. 
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If, on the other hand, the historical analysis approach is used, the controller 
determines what the costs have been, separates fixed, variable and semivariable 
expenses, tries to find correlations, when changes occurred, why and how. This 
is a “digging” job which requires detailed, complete, and thorough study of past 
records. Because of time, staff, and other limitations, the analysis of such costs 
may be held to the years immediately prior to the preparation of the flexible 
budget. Actually, we find that a combination of the two approac’ s affords the 
most satisfactory results. Let it be understood, however, that a good system of 
flexible budgets cannot be established in a hurry. Generally it requires months 
and months of patient effort and study. However, once it is accomplished, it 
usually continues serviceable with only slight annual revisions. Such changes 
arise from wage and price adjustments, product or process changes and similar 
factors affecting costs. 

The use of flexible budgets requires the establishment of measures to deter 
mine the operating level. Many different measures can be and are used, the most 
common for production level being direct labor hours and direct labor costs, ] 
consider direct labor costs a less satisfactory measure than direct labor hours, 
since, under the former, changes in wage rates can change assignment of other 
costs, even though the production rate has not changed at all. Seldom does an 
ideal measure exist for all the various phases of company activity. The most 
satisfactory or the least unsatisfactory of those available must be taken for each 
purpose. For sales, it may be sales volume. For purchasing, it may be number 
of invoices or cost of goods purchased. For engineering, it might be square feet 
of prints processed or number of products designed, etc. 


Control Follow-Up, Checking on Plans, Budget Revision 


As was pointed out at the start of this article, budgets are used to serve two 
principal purposes. These are designed to control costs, and also to forecast 
operations and financial requirements. For the first purpose, having prepared 
budget, its usefulness in controlling expenses and achieving the indicated profits 
depends largely upon the willingness to follow up. Those companies enjoying 
highly successful budgets follow up on them with the same degree of care they 
exercised in preparing them. Everyone concerned with the development of the 
budget is equally concerned with later control, from the foreman to the top 
management official. It must be recognized, however, that controlling costs i 
accordance with budget standards requires a good deal of tact and diplomag, 
If you put hard-working men on the spot to explain deviations which are uh 
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avoidable you will only cause hard feelings which will result in resistance to the 
budget idea. 

However, if all supervisors participate in the budgeting and accept it as what 
it is—an aid to their management activities—the job of following up on 
performance is made much easier. It is my experience that most supervisors are 
only too willing to take necessary corrective action without suggestion or com- 
mand and actually take great pride in adhering to their budgets. Some typical 
follow-up rules are: 


1. Never use the budget as a club but 5. Do not expect budget and actual 


treat it, rather, as a measure of per- 
formance and as a guide which can 
be adjusted to meet new and chang- 
ing situations. 


2. The follow-up is usually monthly. On 


major items, such as labor, it is often 
advisable to follow up weekly. 


3. Comparisons of budgeted and actual 


costs would be made on a budget 
period-to-date basis, as well as 
the current month. 


4. Comparison results should be re- 


viewed by the operating supervisor 


figures to be the same. Minor varia- 
tions are expected and should be 
ignored. Only the major variations 
require attention and discussion. 
When it is found that the budget 
standards or estimates are unrealistic, 
they should be revised, particularly in 
the case of flexible budgets. 


. If a cost overrun is found to be due to 


inefficiency, immediate corrective 


steps should be taken. 


. Corrective action should be left to 


the operating management. 


responsible for the costs, as well as by 
top management. 


The other important service of the budget program is the use of established 
standards as the basis of planning or forecasting operations and financial require- 
ments. Many businesses, even under present conditions, are operated without 
the benefit of any formal approach to forward financial planning. In many 
instances, even when some attempt is made at such planning, it represents little 
more than a guessing game, without any relationship to budgetary principles. 
In some cases, even though a budget program is in operation, the forecasting 
is handled as an entirely unrelated matter. 

It seems to me that, unless the subject of forecasting is approached as an 
integral part of the over-all budget program, its full possibilities cannot be 
achieved. Not only do established budget standards facilitate the preparation of 
authentic forecasts, but the continued use of such forecasts will lend to improve- 
ment in the budget standards themselves. When handled in this manner, fore- 
casting can become of very real value in many areas of management's planning 
and determination of policy. Using the budget in conjunction with other things, 
such as accounts payable and receivable, sales forecasts, etc., the controller or 
treasurer can compute a cash forecast, projected profit and loss statements and 
balance sheets. These projections are extremely valuable in planning, financing, 
timing capital commitments, etc. Unless the company has a well-conceived and 
earnestly applied budget, it cannot enjoy these benefits. 
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The so-called fixed or static budget, no matter how carefully and thoroughly 
prepared, cannot remain fixed or static if it is to serve management properly, 
Plans and conditions change, sometimes quite radically. Dynamic use of a budget 
demands a constant appraisal of the effect of changing conditions (both within 
and without the organization), on the results forecast in the original plan, 
Frequent readjustments of the details of that plan should be made, with the 
view always of attaining the original objective—adequate profit and maintenang 
of financial strength. The controller or budget director should participate in 
these revisions of the operating plan in much the same way as in the formulation 
of the original plan, and should take the opportunity to make an additional con- 
tribution by emphasizing the relationship of current results to the long-term 
trends of the business, thus helping to forestall unsound changes in fundamental 
policies and plans. 

The question of how often the budget must be revised during the fiscal year 
to be of maximum use to the management can be answered only by experiment- 
ing in each particular situation. If the details of preparing and revising the 
budget are handled largely by the controller's department or by a special budget 
officer and his direct assistant, frequent revision is more practicable than if the 
operating executives participate actively in this function. The revision should 
be either at regular intervals or when changed conditions compel major changes 
in the fundamental features of the operating plan. 

I have placed considerable emphasis on the need for making the budget 
flexible enough to be useful under varying conditions. A complete flexible 
budget, with every expense budgeted in advance for every probable level of 
volume, is the theoretically correct answer. Such a budget is considered a master 
budget to be used year after year. It is changed only for “tightening” o 
“loosening,” that is, to reflect new salaries, increased wages and important price 
changes, etc. or for changes in methods and departmental organization. 


The Control Problem at the Departmental Level 


The flexible budget forms the basis of a complete control of manufacturing 
expenses by departments. Through its use, each foreman and other responsible 
heads can be made to see his expense allowance for any level of operations. If 
volume of production sags ina given month, the foreman is held responsible 
for the reduction of variable and semi-variable expenses directly controllable by 
him, as indicated in the flexible budget. Some organizations pay their foremana 


bonus on budget efficiency. 
To measure and control effectively the expenses of each department, it & 
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necessary for the cost department to prepare frequent reports comparing each 
foreman’s actual expenses with his budget, adjusted to the volume of production 
which prevailed. In practice, these reports may be presented weekly or monthly 
so that variances may be corrected as quickly as possible. 

Detailed variance analysis of each department need not always be made. 
When the periodic departmental reports point to an unusual condition, it is time 
to go into detail. Thus, the rule of management by exception should govern. 
The question of what to look for depends to some extent on the kind of depart- 
ment. The composition of the departmental costs tends to vary with the nature 
of the services. Of course, all departments have certain expenses in common, 
among these are such items as: supervision, salaries and wages, supplies and 
vacation expenses. However, in order to measure departmental efficiency, the 
accounts must be analyzed to show separately expense items which measure 
efficiency of performance considered to be controllable costs and expense items 
which measure a plant activity costs known as capacity or volume costs. Such 
costs are influenced by the behaviour of fixed or semivariable expenses. 

Accounts should be divided under individual responsibilities to show the 
nature of expenditures. Every executive, from top management to foreman, has 
within the scope of his task a number of different responsibilities. A foreman, 
for example, has charge of direct labor in his department, several classes of 
indirect labor, and probably certain types of materials. To give him information 
on total costs for his department is not really helpful for direct control purposes. 
He must be informed on each important type of detailed responsibility in his 
charge. Only under such conditions does he have facts necessary for the proper 
planning and for checking performance of each aspect of his job. 

Total departmental costs always include some items, such as service center 
charges, and fixed expenses, which arise from outside the department and which 
are not controllable by the department executive. The department's share of 
building costs, depreciation on machinery, and expenses for heat and power are 
examples of allocated expenses which are an integral part of the cost of making 
products in the department, but their control responsibility almost invariably 
lies elsewhere in the organization. This condition can be suitably met by the 
accumulation of expense items by types, in terms of individual responsibilities, 
and with the distinction between controllable and uncontrollable items fully 
recognized. To place, or appear to place, responsibility where there is no ability 
to control is sure to discourage cooperation. Thus, some companies have decided 
that only direct expenses which are controllable in full by a foreman or a depart- 
ment head should be placed under his responsibility. Then, instead of prorating 
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the joint expenses, such as welfare, taxes and insurance, etc., they are accumm 
lated in a cost center under the general manager’s or superintendent's overhead 
budget, since they are not really controllable by any individual below that level, 
By following this principle, the accounting department is never embarrassed and 
burdened by having to justify an arbitrary splitting of expenses and budgets 
among several cost centers. However, for costing purposes these expenses can 
be prorated without defeating the control purposes of budgeting. 

There is no uniform method of analyzing overhead variances. However, they 
fall roughly into two main groups—capacity variances and controllable variances, 
Capacity and controllable variances represent volume and efficiency variances, 
respectively. These variances are obtained for both direct producing depart 
ment charges and distributed service charges and are computed from the follow. 
ing three basic facts: 
mining the attained activity level and 
then determining the allowed expenses 
at the level by Lay geste if neces- 
sary, from the flexible budget. (That 


is, where the budget is in level in 
tervals of 10-60-70-80 per cent, etc, 


1. The charged-in cost or the amount 
charged to work-in-process which rep- 
resents the result of the standard al- 
lowed hours (machine or labor) for 
the attained production, multiplied by 
the standard hourly rate. 


. The budget allowance or the expense 
allowed at the attained level of pro- 
duction. This could be expressed as 
the product of the standard allowed 
hours times the budget rate for such 


and, let us say, attained level is 8 
per cent, variable expenses are pro 
rated and semivariable expenses are 
adjusted to the actual attained level.} 


. The actual expenses, represented by 


the total of the departmental expense 
accounts. 


hours. In most cases, this can be and 
usually is obtained from the flexible 
budget. This is done by first deter- 
With these basic facts, capacity or volume variance is then calculated by sub- 
tracting the allowed budget expenses from the amount charged in to work-in- 
process. Any difference is due to the behavior of the fixed components. Con 
trollable or efficiency variance is then calculated by subtracting the actual costs 
incurred from the allowed budget expenses at the attained level of production, 
The controllable variance is the department's responsibility. Volume variance 
presumably lies outside its sphere, since it constitutes fixed manufacturing ex 
pense unabsorbed because production was less than budgeted. 


Do Not Underestimate Problems or Overestimate Benefits 


The work involved in developing and installing a complete budget program 
should not be underestimated. It is of necessity a slow and laborious process 
Rarely can a budget be worked out and installed as a single unit. There is a lot 
of groundwork to be done and a great deal of educational effort is required. The 
best procedure is to begin in a small way, to start in one department and gradi 
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ally extend the procedure to cover the entire company. It one sense, no matter 
how installation is undertaken, the work is never finished, as the constant change 
in methods, etc., require continuous revision in the budget and control procedure. 

Several points should be stressed in the work of installing budgetary control. 
First, there roust be an adequate background of information. This involves such 
matters as complete analysis of past sales, market research, distribution, and pro- 
duction cost standards, and detailed records of inventories and plant items. If 
these are not available, providing them becomes the starting point of the work 
of budgeting and control procedure. Next, definite lines of authority and re- 
sponsibility must be established. Finally, the entire business organization must 
be educated to the merits of budget procedure and control. Although executives 
subject to a budget follow orders, they will do so with little initiative and en- 
thusiasm unless they are convinced the plan has merit. All of this requires time 
and emphasizes the need for making haste slowly. 

The work of the initial installation of the budget procedure should be di- 
rected by the controller's department, backed by proper executive authority, since 
this department has the advantage of the more intimate and detailed knowledge 
of the business than any other. It is usually best to start the work with certain 
cost items which are readily controllable, since it is in these items that the value 
of budgeting becomes most quickly apparent. Moreover, it should be accepted 
as true that a budget program need not be complete to be useful. Many com- 
panies have installed a budgeting procedure in only certain departments and 
found the results to be extremely valuable. 

However high legitimate expectations from budgeting may be, it cannot be 
expected to be a cure-all. It is certainly an excellent device for planning and 
controlling business operations, but, in the final analysis, it can be no more than 
that. It cannot take the place of management itself. Good management will 
function even better through the use of a budgeting procedure, but the budget 
itself should be looked upon only as a tool for the skillful executive. It has 
been truly said that budgeting can point out the right course but it cannot steer 
the ship. 
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Cost Reduction To Help Small Business 


by WESLEY B. EDGAR 
Certified Public Accountant, Columbia, S$. C. 


The author of this paper is concerned that management in the well- 
populated segment of American business which is embraced in the 
classification, “small” be aware of the potentials of cost reduction— 
its spirit and techniques—to mitigate and perhaps avoid hardships of 
changed operating levels. Five steps in this direction are outlind. 


Mc OF THE 400,000 BUSINESS CASUALTIES every year represent companies 
which have operated for less than three years. They fail because they are 
human enterprises. This is a condition which persists in American enterprise 
through periods of prosperity. It will continue for an indefinite time in the 
future, even though there was never a period in all history when the prosperity 
creating forces of science and invention were as active as they are today. 

Further, many companies face the difficulties of reduced sales volumes in the 
neat future. Accountants must now help formulate plans and practices under 
which enterprises can prosper at lower levels of activity. 

Since there are so many phases of cost reduction and so many factors which 
contribute to it, all the potential savings and improvements will not be discov- 
ered, even by experienced analysts, unless a systematic procedure is followed. 
I know of no answer or procedure applicable to all organizations. I merely 
know that certain plans have been tried and proven successful. This presenta- 
tion is the result of these broad experiences. I sincerely believe that cost reduc- 
tion planning which has breadth, depth and continuity constitutes also a mind- 
building program, under which the business maturity of all concerned will be 
enhanced. This paper describes cost reduction planning in five steps. 


Objectives and Pitfalls 


As the first step, I have found that, in any detailed, hard hitting job of cost 
reduction, there must be a clear understanding as to the overall objectives and 
circumstances under which the organization will operate. This “roadmap” 
should briefly outline the directions which will be traveled in order to reach 
the stated objective, a reduction in costs, It must be specific in announcing the 
responsibility for overall supervision and for group activities, as well as the 
ultimate goals. For this journey, the name of the driver, the man in charge, 
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and the names of assistant drivers who are assigned to do some of the relief 
work on the road must be known in advance. It will likewise be necessary to 
predetermine the speed at which to travel. 

In most small companies, the top executive or manager, the number one man 
in sales effort, and the accountant ordinarily are those best equipped to express 
judgment on the problem of selecting levels of operation to plan for. The 
choice will be influenced by the characteristics of the business. Where one 
company may properly elect to draw up plans for profitable operations on a 
10 per cent, 25 per cent, and 50 per cent reduction in annual volume, another 
company may properly anticipate that two reduced levels are sufficient to guide 
it in future planning and may select 15 per cent and 30 per cent reductions. 
Seasonal variations within the year should also receive due consideration. 

The plan of objectives may be augmented, as in one company, with the help 
of supervisors who developed practical targets in the form of carefully con- 
sidered statements by each reporting what he would require in his particular 
department at various levels of business. While these write-ups were in process, 
the company head brought the supervisors together at intervals, explained with 
blackboard talks what the ultimate goals would be, and stimulated discussion. 
The enthusiasm and excellent ideas which these meetings brought, acted as a 
springboard for future cost reductions of real importance. The underlying 
strategy of the chief executive was based on his knowledge of the best past per- 
formance turned in by each employee. He was inspiring them to their highest 
endeavours. He had learned, through experience of trying to centralize all con- 
trols within himself that co-operation is “the answer.” He now agrees that, 
by utilizing much more fully the abilities of subordinates, better results are al- 
ways obtained. 

Sometimes, in the defining of the objectives, it becomes apparent for the 
first time that there is a serious deficiency in management, due to unbalanced 
experience, and a lack of interest in securing broader viewpoints on the required 
techniques. For example, “sales minded” managements are so classified where 
they predominately plan and dream, develop slogans and arguments, have some 
kind of bait for every fish, are willing and eager to take a chance, think only in 
terms of volume—customers, quotas, etc. The thinking of these salesminded 
managements has literally to be changed, to include thoughts on net income. 

The objectives underlying a cost reduction plan must also reflect the realiza- 
tion that it calls for protracted effort. Cost reductions are never completed with 
finality. Likewise, the plan must be kept flexible enough to meet changing 
conditions. These considerations mean that cost reduction planning is a con- 
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tinuous process, a constructive admission of the remediable human weaknesses 
which confront every organization. A cost reduction program is shifted from 
one battlefront to another, according to the financial, commercial, competitive 
and manufacturing situations under review. Thus, the program is perpetual, 
with attention directed to particular products or departments according to need, 
Such a cost reduction plan is a real test of management's fortitude and it can 
best be administered with an appropriate sense of humor. 

Along with the objectives of the plan, the pitfalls must be identified. The 
following list of “don'ts” is pertinent: 
1. Don't bypass the readily available mar- disproportionately to the overall curtail 


ket en cagge Engen ~ . cost ment in operations. 
statistics within your trade which one can , 
secure by some “digging” or a small in- 4 peer he to a es by “ 
vestment of money in the services of . eemey ag: ,, 08 illustrated by 
some market specialist. _ George do it” attitude. 

2. Don't set up impractical goals or objec- 5- Don't forget that a cost can be reduced 
tives which call for drastic action that only at the point at which it is incurred, 


will produce no good net results. In Accordingly, be sure that all available 
other words, don't cut certain expenses knowledge, experience, influence and re- 
where it can be shown that a greater loss quired action are brought to bear at 
would occur elsewhere within the organi- this focal point. 
zation. 6. Don't permit sporadic, ill-timed or un- 
3. Don't create unbalanced groups of ex- coordinated efforts as such efforts can, 
nditures, such as would illustrated at best, produce only slight or tempo- 
o reduction in accounting personnel, rary improvement. 


And Then Procedures Which Have Meaning 


Goals are not of much use without means, nor objectives without procedures. 
Hence, when what is wanted by way of cost reduction is known, the next step 
is to size up the present means of obtaining it, and to improve them. Specific 
steps might be: 

1. Analyze costs and restudy them in ap- to determine their understandability by 


propriate groups, through the spectacles the operating personnel. 
of sober appraisal to see whether they 3. Effect practical improvements toward 


are too high and can be reduced. making the accounting information more 
2. Take a very hard look at accounting welcome to the operating personnel, for 
routines and related statements in order unwelcome information is never 


j° 


. Let us pause and examine some of the essentials of this concentrated dose 
which will require just “more hard work.” First, I have used the expression 
“analyze and re-study your costs.” This sounds commonplace, but I do not have 
in mind merely a re-listing of the accounting entries for a given set of accounts, 
What I do have in mind is for the accountant to examine critically the transac 
tions which lie behind the figures within the accounts, i.e., to determine the costs 
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by causes, viewing the figures in such a manner that he will see and understand 
the event. It is possible, in this way, to avoid featureless facts so confusingly 
or tastelessly compiled that no sane man would voluntarily start rummaging 
among them. 

An example, possibly oversimplified, might be the purchase of gasoline used 
in automotive equipment. How many miles of transportation did the gasoline 
furnish? Was the unit consumption a good or bad performance by comparison 
with the normal standards for your equipment and operating conditions? Did 
the reported mileage represent value received? Answers to such questions, if 
conscientiously arrived at, have meaning. In most cases the accountant deter- 
mined to do this job will need to spend considerable time at it. Maybe, he won’t 
have the required patience, but one can start by putting to work the standards 
for each unit of operation as determined by each employee's experience or past 
performance. In other words, determine the unit of operation (truck mileage 
in the illustration above), determine a standard of unit cost based on some 


- outstanding past performance, determine the expenditures in reasonable ap- 


proximations (not hair-line exactitude) and present your information in the 
language of the man who will use the information. 

The statements and the reports which make the information available are, 
in fact, a problem in themselves. Ask the question, ‘Do the reports arrange 
the data so that the nonstandard performances stand out like a “sore thumb?” 
Without this spotlighting, reading time will be wasted on nonessentials and 
too little effort will be directed at the point of most return. In other words, 
direct the reader's attention to the profit leaks in the business. This is merely 
a phase of “management-by-exception”” procedures and a phase also of the wis- 
dom of King Solomon. (I dare bring this astute gentleman’s name into this 
paper merely because, according to history, the king always spoke rather abruptly 
to those of his thousand wives who had “overdrawn their checkbooks” for the 
month or those wives who recorded no expense whatsoever. He ignored the 
normal spenders, with regard to cost reduction activities. ) 

At all events, the character of internal reports should “knock into a cocked 
hat” the impression that the industrial accountant does not have enough knowl- 
edge of operating conditions and problems. The objective of the accountant’s 
analysis is to get something done. The accompanying report can and should 
point the finger straight at the responsibility for a good or bad performance. 
It must be understood by the reader. If the latter fails to understand, the ac- 
countant will benefit if he will assume that the reason is the lack of proper 
presentation of a cost reduction opportunity. Or perhaps good results are over- 
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looked. Let the accountant place himself in the shoes of the foreman, who has 
produced some savings but is unable to detect them in the accountant’s report, 
The foreman realizes ruefully that the top executive is not fully informed by the 
report, which hides this good performance, possibly beneath another person's 
inferior work. 

As to how to make the accounting information more welcome to operating 
personnel, many accountants have much to learn. This is merely part of the 
entire problem of better human relations. Here, we can only make frank tec. 
ognition of the problem. However, this is a tremendous step forward. Cost 
reduction is a joint responsibility and a joint opportunity. Results must come 
from action by the operating people. This is the direct responsibility but the 
indirect responsibility which the accountant has is not a remote one. In a small 
business, administrative responsibility is to provide a picture of operating facts 
to his co-workers and the top executive, a picture which these individuals will 
look forward to, absorb, and act on. 


Importance of Good Communication 


Beyond objectives and procedures, a third step in a small business cost re 
duction plan is to have management communicate all essential points to all per- 
sonnel concerned in such a manner that those who should use it are completely 
aware of its full meaning and its practical value to them. This may be done 
in a measure, dramatically by illustrating the real importance of cost reduction 
planning by using company figures for the story now going the rounds that it 
will require $35,000 annual gross sales to pay for $700 in operating expenses, 
assuming an average net operating profit of two per cent after taxes. As essen- 
tial background, explain to a company-wide audience that national economic 
policies may have developed the lack of cost-consciousness in workers and in 
business executives and industrial accountants as well. Few of our independent 
business men have ever operated in a period of declining prices. As a result, 
a great deal of inefficiency has worked its way into the business firms without 
being noticed. It should then be made entirely clear that the cost reduction 
program is an effort to better the competitive position of the company without 
lowering the quality of product or service. 

The communication-of-thought system by which this is done should build into 
the management, supervisors, and workers the philosophy of achievement of 
levels of low cost for mutual benefit. Such down-to-earth philosopsy will assist 
the organization as a whole. In other words, cost reduction partnership of mat- 
agement and employees should be formed and maintained through open chat 
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nels of communication. Management must be sure to communicate evidences 
of sincerity on its part. In frequent instances, the chief executive does many 
things that he is not particularly assigned or qualified to do, because of some 
emergency (as he sees the situation). In the meantime, costs mount unneces- 
sarily because of his failure to manage. The employees know this and say, 
“We are supposed to carry the ball, but management has to show us in what 
direction and provide enough tools and other means with which to work.” 

When the management of a business has acquired a knowledge of how to 
reduce costs, it has merely taken the first step and is powerless to produce re- 
sults until such knowledge is spread among the entire organization and put to 
work. It is the ase of knowledge which is power. Knowledge, alone—basic 
and important as it is—is not power, it never has been power and, it is fair to 
say, it never will be power in a cost reduction program until the knowledge is 
communicated to the individual who can use it. 


’ Working Out Better Internal Controls Against Waste 


A fourth point of the cost reduction plan involves internal controls. It is 
beyond the scope of this paper to do more than give one or two suggestions 
for improvement in internal controls against waste, including substandard per- 
formances. First of all, I recommend the use of operational check lists as part 
of a system of internal controls. Obviously, these check lists cannot be a sub- 
stitute for a person’s business imagination. They are merely intended to be a 
working tool for management. However, they can be designed in such a man- 
ner as to contain brief relevant questions. Each question should be so worded 
that an affirmative answer would indicate soundness of the phase of internal 
control covered by the question. An illustration of my thinking would be 
found, in the chief executive's list, by the basic questions: 


. Did | spend a minimum of 25 per cent 2. Is it correct that there were no person- 
of my time yesterday on advance plan- nel at the end of last quarter placed in 
ning and investigation of new and better jobs beyond or below their potentials? 
techniques affecting my costs of opera- 
tion? 

My second illustration goes through to the framework of an accounting sys- 
tem—the chart of accounts. Specifically, it is often a requirement for adequate 
control to be sure that separate accounts, such as “spoilage,” are provided. 
Otherwise loss due to waste is lost sight of through combination with other 
transactions. 

The absence of practical internal controls against waste is apt to be the most 
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damaging single accounting policy in small business. Managements would save 
untold numbers of concerns from closing their doors if greater freedom of 
thought and action were permitted accountants in this regard. Accountants 
themselves, are primarily responsible for the situation in many cases, in not 
having taken full advantage of their duties and opportunities. 


Improving the Training of All Personnel 


The fifth and final step in a small business cost reduction plan, as here pre 
sented, is to create a suitable training program on cost reduction opportunities 
for all personnel, including the chief executive. One of the most stable chan 
acteristics of human nature is the willingness of human beings to follow a strong 
leader. Strong leadership or strong supervision, to be more specific, is therefore 
a major part of the answer to cost reduction problems. Yet most management 
personnel have never been adequately trained in these essential leadership at 
tributes in business. Training for the independent business man should als 
emphasize the importance of planning and seeking out ideas and information 
beyond personal experience. This is especially necessary in small business be 
cause top men have to be jacks-of-all-trades. The concern just cannot support 
a pay roll of experts. Through proper training, the ability to recognize the re 
quirements of differing situations can be developed. 

As I view the problem of management training affecting cost reduction plan 
ning, one of the most serious common omissions is training in proper utilization 
of management’s time. This matter of evaluating what must and can be done 
and in what sequence, is so broad a subject that I shall have to content myself, 
now, by this mere reference to its existance. When one learns more about the 
matter of predetermining daily assignments and handling interruptions in 4 
more efficient manner, one will have taken a marvelous step forward. Simply 
stated, this commonplace problem becomes a matter of self-discipline, out 
toughest job in life! 

I know that some readers are now wondering whether or not management 
can be taught to improve its thinking. In this regard, the best authoritative 
conclusion I have found is along the lines that, up to a point, all the techniques 
of executive training and systems for “straight” and “creative” thinking will 
help. Beyond that point, how an executive learns judgment seems essentially 
his own business—and business furnishes only some of the lessons. Thes 
introductory comments on management training also form the place at whidt 
we must leave the subject. I, for one, don’t profess to know the answer to this 
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. I know that, after leaving school, all men have to increase materially 
their knowledge of how to meet new situations, how to learn from experience, 
how to educate themselves. 
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Concentrate on Important Aspects 


A business organization is a living framework in which people have been 
placed. Never undersell the human relation angles in cost reduction planning. 
If a worker is not sensitive to the desirability of keeping costs at a minimum, 
supervision and cost control procedures can only make up a part of this defi- 
ciency. Nevertheless, all my study and experience leads me to firmly believe 
that there is no stopping the man who has both the knowledge of cost reduction 
planning and the ability to communicate it through speech. Here is a golden 
opportunity for accountants to serve the vast and expanding army of small 
businesses here in America. I feel certain that any full-fledged industrial ac- 
countant can draw attention to substantial conditions needing correction, em- 
bodied in costs which can be reduced or eliminated without materially affecting 
the volume of business, quality of performance or the organization's good will. 

It is a needless blot on the record of democracy that so many small businesses 
dose their doors every year because of excessive costs. Accountants can and 
must help to a greater degree in this general business problem. However, they 
are well advised not to pay too much attention to the theoretical aspects of cost 
reduction but, instead, to chop through to the essential underlying factors and 
devote their energies, skill and influence toward the isolation and solution of 
major problems affecting profitability of operations. 
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Helping Top Management Keep on Top 
of Research 


by JOHN V. JAMES 


Controller Manufacturing and Engineering Division, 
Corning Glass Works, Corning, New York 


Indicating a conviction that project and expense classification account- 
ing for industrial research carried on in some volume by a company, 
are only a start, the author of this article offers a three-way classifi- 
cation suitable for summaries for management personnel. The pres- 
entation is rounded out by exemplification of two reports adequate to 
limited situations and three others which may often be called for as 
the use of research expands. 


NE OF THE PBOBLEMS confronting accountants in industry is that of estab 

lishing methods, procedures, and reports for the control of research énd 
development expenditures. In many companies, the increased emphasis a 
research and development has required continuing study on the part of the 
accounting force to develop reports and procedures which enable management 
to review progress made and results obtained, in order to control expenditures 
so that company objectives are realized. 


Project and Expense Control in Simpler Cases 


In companies in which research and development expenditures representa 
major outlay, it is customary to accumulate expenses by class, such as salaries 
supplies, overhead, etc., as well as on a project basis, the latter to accumula 
expenses involved in carrying out some portion or phase of the total develop 
ment work carried on by the department. 

The procedure for authorizing projects may be formalized, so that separalt 
appropriation requests may be required for each project to explain the reagm 
for it and justification for the expenditure, and no expenditure allowed until 
formal authorization has been granted. Where costs are accumulated on sud 
a basis, individual time cards or time sheets are usually used to collect labr 
costs, and job tickets, purchase orders, and material requests are used for sup 
plies, material, equipment, etc. Burden or overhead is allocated on the bat 
of labor hours, labor dollars, etc. 

It is also customary to designate some one person to be responsible fe 
carrying out the planned work on the project and to control expenditures withit 
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the limits of the authorization. Where the number of projects is relatively 
small, it is fairly easy for various levels of company management to review the 
project expenditures and results, and to maintain close control of both. If 
expenses are summarized by department or class of expense, i.c., salaries, mate- 
rial, supplies, etc., reports can be issued periodically showing total research and 
development expenditures by department and class of expense (Exhibit 1), 
with a further breakdown by project (Exhibit 2). 


The Problem of Adequate Reports for Company Management 


However, where there are several research and development departments in 
the company and a large number of projects, the accounting and reporting 
becomes more complicated. Department heads should be furnished reports 
showing the expenditures of the departments and showing also performance 
as compared with budget, together with the status of the projects being carried. 
‘Individuals charged with the responsibility for controlling project expenditures 
should likewise be furnished information concerning the status of their projects 
at the end of each accounting period. In addition, higher management requires 
summary information showing total expenditures, budget performance, and 
some analysis of expenditures which will be helpful in guiding and controlling 
the planned program toward the overall company objectives. — 

Reports of the same general type as those shown in Exhibits 1 and 2 will 
normally meet the needs of the department head responsible for controlling the 
expenditures of the project. However, the individual responsible for the project, 
itself, should be furnished a more detailed breakdown of all charges and 
commitments made against it to enable him to more effectively control ex- 
penditures within the limits of the authorization. Further, it may be desirable 
to have him prepare a periodic summary of progress made and results obtained, 
for the information of higher management. 

However, the special problem in many companies is to prepare for top 
management summaries of research and development expenditures which are 
useful and meaningful for control purposes. Summarizing the expenditures 
of the various development departments by account or in total by department, 
does not provide any indication of the nature of the expenditures or any clue 
as to whether the expenditures are being channeled into the areas most de- 
sitable from the overall company viewpoint. Although each current project 
may have been subject to review at the time authorized, conditions may have 
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RESEARCH AND DEVELOPMENT EXPENDITURES BY DEPARTMENT AND ACCOuNrT 
#2 Department 
Period 10 Year to Date 
Actual Budget Actual Budget 
Supervisors' Salaries $500 $500 $5,000 $5,000 
Technical Salaries 2,300 2,500 24,000 25,000 
Clerical Salaries 400 410 4,000 _ 4,100 
Sub-Total Wages - $3,200 $3,410 $33,000 $34,100 
P.A.B. and U.C. 95 100 960 1,000 
Supplies, etc. 200 150 1,600 1,500 
Space Charge 400 400 4,000 4,000 
Heat, Light, Power 365 380 3,700 3,600 
Telephone, Telegraph 125 100 1,100 1,000 
Travel 325 _300 2,500 _ 3,000 
Sub-Total - ' 1,510 $2,430 $13,880 $14,300 
Direct Project Charges 
Materials 500 600 4,000 9,000 
Equipment 1% 200 300 1,000 
Sub-Total - $675 $1,000 $4,500 $10,000 
Gross Departmental Expense - $5,385 $5,840 $51,380 $58,400 
Credits 
Equipment and Matericls 1) i) 3,000 2,000 | 
Net Departmental Expense $5,385 $5,840 $48,380 $56,400 
EXHIBIT 1 


changed so that some projects should receive more emphasis and hight 
priority. Summary reports by account or department are, therefore, usually 
inadequate for top management purposes. Further, if the company haga 
large number of active projects, it is usually much too time-consuming for the 
top executive responsible for such expenditures, to make an adequate review of 
each of the projects. Nevertheless, there are several methods of classification 
and analysis of research and development work which can be used to sulh 
marize expenditures for top management, to overcome these objections, Som 
of these methods are described in the following paragraphs. ‘ 
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RESEARCH AND DEVELOPMENT EXPENDITURES BY PROJECT 
# 2 Department 
Expenditures 
Project Period Year to Total Auth. 
Project, Title Supervisor 10 Date to Date Limit 
Noe ject: Title upervisor : : 
5192 «HA: Speed Press Jones $1,200 $9,400 $9,800 $10,000 
5793 Nu Type Sealing Mchn. Kelly 500 9,500 11,000 12,000 
579% Auto. Cutting Mchn. Murphy 800 3,600 3,600 _ §,000 
5195 ‘Rotary ‘Transfer Williams 750 1,500 1,500 4,000 
Total Department $5,385 $48, 380 $52,000 $60,000 





Introducing a Three-Way Classification of Projects 


The goal or objective of practically all industrial research and development 
expenditures is largely the improvement of existing products or processes, or 
the development of new products or processes in order to obtain a larger or 
more profitable market. The company plan should insure that research and 
development expenditures are allocated to those projects which will offer the 
largest opportunities for profit and yet maintain a balanced program between 
long-term and short-term projects. Only then can the company reap continuing 
benefits from the results of its development program. In general, most com- 
panies find that, although projects which can be completed in a short period 
of time usually pay off more quickly than those requiring a longer period for 
development, the benefit or rate of return on the long-term project is much 
greater. Hence, it is desirable to maintain the proper balance of short-term 
and long-term projects. 

To adequately summarize research and development expenditures for top 
company management, information should be presented to show this balance. 
There should be shown the distribution of effort by product or process con- 
cerned, the amount of money spent during the time period, the authorized 
amount, and some indication of the benefits to be derived if the project is 
successful. This information can readily be supplied by establishing a classifi- 
cation system, such as that outlined below, for all development projects. Each 
project is classified as to the type or nature, purpose, and the estimated time 
tequired. Within each of these general classifications, separate categories are 
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SUMMARY OF RESEARCH AND DEVELOPMENT EXPENDITURES BY TYPE OF PROJECT 
324 Quarter - 1953 (M Dollare) 
Eet. Total Est. Met Est. Annual 
Expenditure Bxpendi Current Authorization Deve Potential 
Type_cf Project SAGte-1953 to Date Authorizeticns __ Required Savings 
Basic Research $ pT) 20 >) . . 
(Not applicadle to 
Product or Process 
Product Developmest 
Class of Product A 2 a 20 25 22 125 
Class of Product B i 10 20 18 [.) 
Class of Product C a 22 12 a5 a @ 
Clase of Product D 3 4 12 2 1? 1S 
Process Deve. 
ing ~—— 2 8 10 as a as 
Beat treating a . 5 pte) 9 x» 
2 u 8 + 4 3 
Grinding 2 
_ 8 @ 
*® On Basic Research projects it is usually impossible to predict with any accuracy the 
annual savings or net development cost. 











established to group all similar types of projects. The method used in classify. 
ing projects under this plan is as follows: 


development projects carried on by 
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is 


lar development work according to prod- ucts, Where a considerable amount of 
uct, process, etc. Sug are three long-range research work is carried on, 
general categories: research proj- involving general scientific fore it 
ects, projects involving products, and may also desirable to : 


projects involving processes. It will usu- 
ally be found desirable to establish sep- 
arate categories for each major product 
or process which involves any significant 
amount of development ane § 
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If such a classification system is employed, then projects can be coded or 
classified correspondingly. It is perhaps helpful to identify time classification 
of projects more particularly. Short-term projects might be those to be com 
pleted within six months time, medium-term projects within two years, and 
long-term projects extending over two years. 

It is also suggested that the estimated net development cost of each projet 
and the estimated savings to be realized over a period of three years (or what 
ever time period is desired) be recorded and available in the files for analysis 
and reporting purposes. 

With this information recorded for each project, it is a relatively simple 
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SUMMARY OF RESEARCH AND DEVELOPMENT EXPENDITURES BASED ON PURPOSE OF PROJECT 
3rd Quarter - 1953 (M Dollars) 








Bet. Total Bet. Met Est. Annual 
Expenditure Expenditure Current Authorization De 
Puppose of Project: amo Gtr. 193 te dete Authorisations _ Required _ Soot — Savings 
Qeneral Scientific Studies 5 18 2 25 ° . 
Product Improvement + xn tv) 55 50 205 
few Products 8 32 x” & 56 250 
Cost Reduction a 0 m3 15 10 b>) 
Seal - 2 —_ 2 








* On general scientific studies it is usually impossible to predict with any accuracy the 
annual saving or net development costs. 





EXHIBIT 4 


task to consolidate the information for a large number of development projects, 
involving several development departments, into various types of summary re- 
ports for management, which will show the direction and estimated results 
of the company development program. Some of the different types of sum- 


‘mary reports are outlined in the remainder of this article. 


Self-Interpreting Reports Based on the Classifications Set Up 


Exhibit 3 shows a summary of this information by type of project. Although 
the report shows those projects concerned primarily with products, grouped 
or consolidated by class of product, amounts related to individual products can 
be listed separately if desired. The first column discloses the type of project. 
The second lists the expenditure for the quarter (although the report can be 
prepared for any period), The third column lists the total expenditures to 
date on the project. The fourth column shows the amount currently authorized. 
The fifth column indicates additional authorization which may be necessary 
to complete the work, The sixth column lists the estimated net development 
cost of the project, taking into consideration possible credits for product made 
or equipment developed. The last column shows the estimated annual savings, 
based on an average of the first three years of operation after completion of the 
development. In some companies it may also be desirable to show the estimated 
capital cost necessary to place the development in production. However, this 
information can be obtained and added to the report with little effort. 

Where punched card systems are used, it is an easy task to prepare a card 
listing most of the data on the form, from the information supplied at the 
time the project is authorized, Information concerning current expenditures 
and authorizations can then be added on a periodic basis. If a procedure has 
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ANALYSIS OF RESEARCH AND DEVELOPMENT PROJECTS BY PURPOSE AND TIME REQUIED 
3rd Quarter - 1953 (M Dollars) 











General Scientific Studies - - - - a... 5 8 

Product Improvement 1 5 1 5 2 10 4‘ @ 

New Products 2 10 . 20 2 1 8 & 

Cost Reduction p BT) 2 3 & & 2a 

Total « a §& Sf z a & 22 
EXHIBIT 5 


been set up to review projects at the end of some definite time, the information 
can also be checked periodically for any change concerning the individual 
project. 

From this report, the executive concerned can easily determine the amount 
of money spent, the amount authorized, and the results expected. If, due to 
changing conditions in the market, the need for development work has changed, 
the individual projects making up the product, process, or research classifice 
tion can be withdrawn from the files, re-evaluated, and, if desirable, curtailed 
or expanded. As has been indicated, by reporting or analyzing research and 
development expenditures in this fashion, it is possible to eliminate the need 
for reviewing individual projects and to summarize the information in a mannet 
most useful to the executive. Since he will know the relative priority of all 
development work on the basis of day-to-day operations and competitive com 
ditions, the date provided will enable him to maintain a close check on th 
direction of the development program being carried on, with a minimum of 
effort. ' 

Exhibit 4 is a summary of research and development project expenditure 
according to the purpose of the project, i.e., general scientific studies, produt 
improvement, new products, or cost reduction. This report emphasizes 
management the degree of balance being maintained on different types @ 
development activity, as well as an evaluation of the direction and estimated 
results of the developmental expenditures. The exhibit employs the sam 
projects used as examples in Exhibit 3. 

In many companies, the research and development program is planned 
that a definite amount of money is allocated to product development, cost i 
duction work, product improvement, etc. The report illustrated by Exhibit 4 
can be used to point out to management the trend of development activity, # 
compared with the planned program. It may be desirable to add a columa 
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indicating the planned expenditures or budget, to facilitate a comparison be- 
tween actual and planned expenditures. 

Exhibit 5 is an analysis of the same projects, showing the balance between 
long-term, medium-term, and short-term development projects and between cost 
reduction, product improvement, new products, and scientific research work. 
The report can be prepared in terms of total dollars or by man hours, if the 
latter are accumulated by project. The report indicates to management the dis- 
tribution of effort on various phases of the development program. It may also 
suggest to management the need for changes in the program, in order to divert 
a greater amount of effort into areas which need more attention. For instance, 
this might take the form of decreasing the expenditures on short-term projects 
concerned with product improvement, in order to concentrate more effort on 
long-term projects involving cost reduction. 

It is obvious that the information contained in Exhibit 5 can also be incor- 
porated in the reports shown in Exhibits 3 and 4 with very little difficulty, if it 


is desired to expand these reports to include this information. 


Giving Management the Whole Picture 


The use of this method of analysis of research and development expenditures 
will enable the top executive responsible for the program to keep properly in- 
formed on the direction and status of development expenditures. Further, it 
places information at his disposal which will enable him to see the whole pic- 
ture in summary form, i. e., estimated development cost as compared with esti- 
mated results, without wading through a large number of individual projects. 
The accounting department, in turn, should be able to materially decrease 
the time and effort involved in preparing special analyses of development 
expenditures. 

It should be realized that the information contained in the reports will not 
eliminate the need for a detailed review of the problems and progress made 
on various phases of development works, any more than a balance sheet or a 
profit and loss statement will eliminate the need for attention to sales and pro- 
duction problems arising from day-to-day operations. However, the informa- 
tion presented will provide a summary of results which can be quickly and 
easily reviewed by top management to indicate the progress and probable re- 
sults of the program. This will provide a more sound basis for directing the 
expansion or curtailment of various phases of the development work. 
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THE FUNCTION OF THE COST 
ACCOUNTANT IN CONNECTION 
WITH SELLING PRICES 


NO COMPANY CAN CONTINUE to exist 
unless selling prices are set higher than 
the production costs. Thus, although sup- 
ply and demand usually set a limit to the 
selling price of an item, the cost, in the 
final analysis, determines the price. There 
may be some companies which sell below 
cost for a short period of time in an en- 
deavor to build up sales volume or to put 
pressure on a smaller competitor but, in 
the long run, only financial ruin can come 
from such a policy. Quite frequently, also, 
a company may offer an individual item at 
a selling price lower than cost, as a pro- 
motion item but, unless this low selling 
price is watched carefully to see that there 
are offsetting gains, only losses can result. 
Of course, note must be taken of lines in 
which items may be deliberately sold at a 
loss due to special circumstances. In such 
cases, other items are expected to subsidize 
the unprofitable ones. This is true with 
many long distance trucking companies, 
which lose money on small shipments on 
long hauls. However, it goes without say- 
ing that the over-all rate structure had 
better be set up in such a way that the 
profit on the large shipments amply covers 
the losses on the small ones. 

On the other side of the price range, only 
where commodities are produced under 
monopolistic conditions can the selling 
price be set at an arbitrary point above 
cost. Even then, such a policy is fraught 
with danger, since it may create a situation 
in the market which is particularly favor- 
able to the introduction of a substitute item. 
The result is the undermining of the de- 
mand for the original article. It is true 
that there are noncompetitive organizations 
in respect to which this cannot take place, 
but, in such cases, government regulations 


858 








el 


quite frequently set limits, in relationship 
to cost, to the profit which can be attained, 

In short, the cost factor is fundamentally 
paramount in pricing. It is imperative 
keep the cost at a level which will insur 
a sufficient profit and yet result in favor. 
able action from the buying public. 

In organizations of such size as to m 
quire separate departments in the office for 
their sales and accounting functions, it is 
most essential, in view of the vital rele 
tionship between the cost of an article and 
its selling price, to have a clear avenue for 
transmitting cost information from the os 
department to the sales department. This is 
particularly important where the sales de 
partment, itself, initially establishes the sell- 
ing prices of the products of the organiza 
tion. This important point is someting 
overlooked. The reasoning runs that, sine 
competition precludes any increases in price 
and the margin is meager enough, cost ip 
formation is of little or no practical value 
It will go hard with the firm deceived by 
this consideration. Suitable cost inform 
tion may result in important actions, sud 
as dropping an unprofitable item and pus 
ing others with greater profit possibilities 
Or it may result in a management decision 
to do some extensive research work with? 
view to producing lower-profit or no-proit 
items at a definitely lower cost figure. 

There is a definite need, then, for a cleatly 
defined method for conveying the necessay 
cost information to the men in the sis 
department entrusted with the difficult and 
important task of establishing selling prices 
A system of this kind should be set up with 
great care. Some things to remember are: 
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|, The cost department must be fully 
aware of the nature of the information 
which the sales department requires. 


. All vital information must be sub- 
mitted promptly, accurately and clear- 
ly. No delays, no incorrect data, and 
no possibility of misinterpretations are 
permitted. 


3. In addition to written reports, both 
departments should keep in constant 
touch with each other. There should 
be full realization that close coordina- 
tion between the departments is highly 
essential to the success of the organ- 
ization. 


nN 


4. The sales department should rely upon 
the information received, request such 
additional information as appears 
necessary, and act upon it with judg- 
ment and clispatch. 


To amplify the above statements, let it 
be said that the cost department must take 
great pains not to confuse the sales staff 
with needless detail or with reports not 
pertinent to the setting or changing of sales 
prices, Rather than build up statistical re- 
ports of questionable value, the cost depart- 
ment can better spend its time in analytical 
studies aimed at reducing costs. This is a 
very fertile field. In fact, here is where the 
cost men can help put the organization in 
a favorable competitive position. 

The scope of this brief note on the sub- 
ject does not permit a comprehensive de- 
scription of the cost reports to be submitted 
for better information of the sales staff. 
Briefly, careful estimates should be pre- 
pared for new products or major changes 
contemplated in present products. Increases 
or decreases in costs should be carefully 
evaluated before they are reported to sales 





personnel. Don't report increases in costs 
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due to a machine breakdown, the use of 
substandard stock requiring higher direct 
labor costs, the use of alternative equipment 
due to a peak production load, or higher 
costs due to inexperienced help or care- 
less workmanship. These higher costs can- 
not be given consideration for changing the 
price structure of the products. 

On the other hand, be sure to report the 
need for resorting to a substitute material 
temporarily on a certain item. This will 
enable the sales department to put forth 
sales efforts on the items not affected by 
this substitution, at least wherever possible. 
Report all increases or decreases in costs 
due to changes in the prices of raw ma- 
terials. A new contract with the union may 
increase costs, either due to a direct wage 
increase or to increases in fringe benefits. 
Also, improved methods of manufacture, 
materials handling, or packaging may suffi- 
ciently reduce costs to make it worth while 
to tell the sales department about it. 

These are only a few examples of the 
things for the cost staff to watch in order 
to be on the job when it comes to assist- 
ing the sales department in its work of 
keeping the selling prices at the proper 
level. Do not put out a lot of unneces- 
sary figures. This will only waste time 
and gradually result in a sales department 
apathy toward cost department reports. 
However, be sure to give every bit of in- 
formation needed. This means separating 
the chaff from the wheat so that only the 
data which has a bearing in the determi- 
nation of the proper selling price will be 
communicated. And make sure all of it 
is transmitted at the right time. 

To summarize, sound cost information 
promptly submitted and promptly acted 
upon will greatly contribute toward keep- 
ing cost below selling price, which spells 
profit, which, in turn, spells success. 
ALBIN W. KRUH, Grand Rapids Chapter 
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Company Labor Policy—and the Accountant's Part 


by LEE C. SHAW 
Seyfarth, Shaw and Fairweather, Chicago, IIlinois 


More and more emphasis will be placed on knowing the costs involved 
in labor contract proposals and provisions, in the view of the author of 
this article. It is also bis opinion that the role of the cost accountant 
can be extremely important here, provided the value of obtaining this 
cost information is clear to top management and the accountant is made 
part of the negotiating team. First, however, the author suggests, 
management must attribute to this area of policy the importance it 
possesses. 


igo LABOR CONTRACT is a statement of the rights and obligations of the 

company, the union, and the employees, for a fixed term. The written contra 
is only part of the company’s total labor policy, but it is that part which § 
legally enforceable, as distinguished from the area in which management ha 
discretion to change policy. Of course, if a company does not have an overall 
labor policy, then the contract is apt to become the entire policy, and all discre 
tion is gone. It is negotiated and contains obligations on the part of the 
company which the company would not have adopted voluntarily. 

Although it is a bilateral agreement and enforceable by an arbitration pr 
cedure or in the courts, many employers, strangely enough, consider it as bind 
ing on them but not binding on the union. It is surprising that management 
frequently gives up any advantage which it does have in a contract because of 
this general belief that the contract benefits only the union and the employes 
and has no value as far as the company is concerned. The fact of the matter is 
that where it is dealing with a strong, militant labor union, the company needs 
the contract far more than the union. Some unions and some companies have 
recognized the truth of this assertion. Of course, if the contract does not contain 
a binding no-strike clause, it has little or no value to the company, but ifit 
does contain a binding no-strike clause, the company should be able to resis 
negotiations during the term of the contract. 

Again, many companies erroneously conclude that they have to negotiate with 
the union whenever a demand is made, even though the contract is in effect and 
negotiations are over. The more correct understanding here is that, once the 
contract is made, the union’s function is that of a watchdog to be certain thi 
the benefits provided for in the agreement are realized by the employees, la 
other words, the union watches to see that management lives up to its agreement 
and management resumes operation of the plant and is limited in this function 
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only to the extent that there are contract provisions dealing with subjects such 
as rates of pay, seniority, overtime, etc. There is no room for town hall meetings 
during the administration of the contract. The union’s function is legislative, 
not administrative. 


Absence of Management Policy in an Area in Which It Is Needed 


It is obvious that a small employer cannot match the economic strength of 
a powerful union like the Teamsters, but it does not follow that General Motors 
and the United States Steel Corporation are unable to match the economic 
strength of the Auto Workers or Steelworkers. Why then, is it that, in every 
negotiation since these giants of industry were organized, unions have consist- 
ently been able to obtain concessions? Most metal working plants in the country 
follow patterns and yield concessions established in the big automotive and steel 
negotiations. By concessions, I do not mean only wage increases, better vaca- 
tions, insurance plans, etc. I mean also dividing the authority to operate with 


~ the union—the so-called mutual agreement clauses that are now common in most 


contracts. Why has it been this way? Why, during the past fifteen years, have 
the large companies yielded money, principle, and authority? Perhaps the most 
important reason that companies got off to such a poor start was the fact that 
management simply did not understand the problem. In the late 1930's and 
early 1940's, when most of the metal working industry was organized, manage- 
ment generally was unprepared by knowledge or experience to meet the prob- 
lem of collective bargaining. Management was definitely on the defensive. 
Not only did it fail to understand the techniques involved—it failed to realize 
that the fundamental problem was providing leadership for the employees. 
As companies grew, top management lost contact, not only with the rank and 
file but also with line supervision. In these early years, management definitely 
permitted the union leaders to capture the thinking of the employees. The 
union leaders claimed to be the only spokesmen for workmen, and the only men 
who where genuinely concerned with their welfare, realizing the necessity of 
creating issues to obtain an emotional grip on the employees. They did just that, 
and produced the ground swell which made it possible to call strikes and obtain 
concessions. 

Also, in those early days, more than now, management was worried about 
committing unfair labor practices. The National Labor Relations Board placed 
management in a rather effective strait jacket. The Board found that statements 
of opinion by an emyployer were evidences of unfair labor practices. The re- 
sulting back pay orders and other remedies were, not only costly, but also they 
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gave the unions a tremendous organizational boost. Even after the Taft-Hartley 
law expressly said that an employer had the sight to voice his opinions and 
beliefs about his labor situation, the Board found one way or another to cir 
cumvent that statutory language and partly “gag” employers. However, the 
situation is much better today because employers generally understand they have 
the right to express their opinions and explain the facts as they see them, to 
their employees. 

Certainly this problem is so vital and important to every company that from 
the president on down there must be a real appreciation of its scope and depth, 
Yet, the majority of companies have not attempted to formulate any labor policy. 
In other words, they have not laid down any rules for themselves or goals to 
be accomplished in negotiations and the handling of grievances. Frequently 
the policy makets of the company have delegated the negotiating job to other 
men in the organization who, being unable to set policy, have been unable to 
make decisions during the course of the negotiations. Usually this has meant 
that small issues became big issues and the top policy makers of the company 
have yielded far more than would have been necessary if the management 
negotiators had been able to make decisions during the course of the nego- 
tiations. Generally speaking, even if they were in the negotiations, the top 
policy makers have not understood the issues because they were not operating 
men. The more we see of contracts, the more we realize the effect of the con- 
tract on operations. 

At the operating level, thete was a companion deficiency in company per 
sonnel. Foremen were not trained as gtoup leaders. Frequently, they were not 
told what was going on in the negotiations. Some companies did not even have 
regular sessions with the foremen to explain the contract. Unions did no 
make this mistake. They had, (and have) regular steward meetings at which 
they discussed the contract, applied it to grievances, and even held mock griev 
ance cases illustrating each step of the grievance procedure. 

Thus companies which devoted a substantial amount of time, thought, and 
money to their sales, financial, metallurgical, mechanization, and other busines 
programs, have been content to let their labor relations go on a catch-as-catch 
can basis. The absence of a clearcut labor policy and definite programs to 
implement that policy have left a void in this important management function. 


A Policy for Effective Negotiation 


It will be clear by now, that I believe management has not placed the propét 
emphasis on its labor relations problem. There ate, of course, exceptions whith 
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prove the general ruie, but these exceptions are few and fat between. Even to- 
day, the great majority of companies do not have a well-defined labor policy. 
Only a handful, as far as I know, have a written statement of the company’s 
labor policy. There are several important items to be included in establishing 
labor policy for negotiations and operations under the contract. In the first 
place, it should be resolved in advance that the labor contract must give man- 
agement the opportunity to operate effectively. (Avoid any mutual agteement 
clause.) In the second place, it must be a matter of policy to adhete to pay 
wage tates which are similar to those being paid for comparable work in the 
area, provided that they are not out of line with the rates paid by competitors. 
The cost of all fringe benefits must be considered when rates are being com- 
pared. Third, a complete and binding no-strike clause must be insisted upon 
and a clause which states clearly that negotiations have been concluded for the 





term of the agreement. 


To these viewpoints as basic policy, it is necessary to add a group of “musts.” 


_ The following are among them: 


|. Find the problems which are inherent in 
each subject which is going te be dis- 
cussed. This includes determining the 
cost, both direct and indirect, in each 
proposal. (Further on, | will consider 
some of the contract clauses to demon- 
strate what | mean by both direct and 
indirect cost.) 


2. Adopt a firm policy for each one of 
these inherent problems. This does not 
mean that you will reach your goal in 
each instance but, if you know defi- 
nitely what your goal is, you will have a 
better chance to attain it. 


. Obtain supporting data and information 
for the subject to be negotiated, such 
as area and industry rates and area and 
industry fringe benefits. Coordinate this 
information and have it available in 
graph form so that it can be used effec- 
tively in negotiations. Only a few com- 
panies take advantage for this purpose 
of the visual selling techniques they use 
regularly in sales programs. 
slides, charts—all of these mediums 
should be utilized. 


4. Train a negotiating team which is well 
informed on shop practices, costs, and 
the provisions of other labor contracts 
in your area and industry. The members 
of the company negotiating team should 
include a top policymaker, a man re- 
sponsible for the operations, a personnel 
director, and an outside expert if the 
union is going to have an internatiénal 
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union representative present in nego- 
tiations. 


. Keep your supervisors advised during the 


negotiations and conduct regular courses 
after the negotiations, so that they are 
completely educated as to the meaning 
of the contract. Through this technique 
of instructing supervisors, you can get 
over the most important point involved, 
iLe., that management, including line su- 
pervision, nahi the leaders of the rank 
and file. It is difficult for anyone to be a 
leader if he does not understand the 
rules. Certainly, a foreman who does not 
thoroughly understand the contract can- 
not cope with a union stewatd who does 
—and, if he cannot cope with the stew- 
ard, he is giving the employees a prac- 
tical demonstration that the steward, and 
not the foreman, is their real leader. 


. Adopt lines of communication which will 


enable top management to deal directly 
with the. employees. reas the fore- 
man deals with the employees every day 
and must be a leader for that reason, 
there are, in almést every management, 
potential leaders who do not come in 
daily contact with the workers. Since 
some of those men have outstanding 
leadership qualifications, they must be 
brought into direét contact with the 
workers for the purpose of convincing all 
of the employees that the company is 
determined both to operate effectively 
and to get along well with its employees. 
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HOW MATTERS COVERED BY LABOR CONTRACTS HAVE INCREASED 
SUBJECTS IN EARLY CONTRACTS 


- A clause recognizing the union. 
. Grievance procedure and a no-strike clause. 


. Management clause. 
. Vacations. 
- Term of the agreement. 


NOOpwn — 


SUBJECTS IN PRESENT-DAY CONTRACTS 


- Recognition of the Union. 
. Some form of union shop. 


- Paying union stewards and grievance committeemen for time spent investigating 


. Seniority for promotions as well as layoffs. 
. Job posting. 


. Preferred seniority for union stewards, committeemen, and officers. 
. Limitation on the company employing outside contractors. 
. Requiring the work schedules to be reduced before oe off employees or re- 


. Defining the starting time and stopping time of shifts. 

. Defining the work week, so that no employee is obligated to work on Saturday. 
. Daily, weekly, Saturday, Sunday, and holiday overtime. 

. Call-in and call-back pay provisions. 

. Equal distribution of overtime by occupations and departments. 

. The procedure and rules for establishing and changing incentive rates, featur- 


. Payment of special rates, including average hourly earnings, when there is no 


. Shift differentials and the circumstances under which they are paid. 

. Paid holidays. 

. Vacations. 

. No-strike clause. 

. Foremen prohibited from performing production or maintenance work. 
. Mid-shift rest periods. 

. Wash-up time. 

. Safety and health provisions, including a safety committee. 


. Management clause. 

. Shop rules. 

. Entire agreement clause. 
. Term of the contract. 


Rates of pay and overtime. 
Seniority. 


and discussing grievances. 


Shift preference based on seniority. 


quiring employees to be laid off so that the work schedules are not reduced. 


ing some form of joint time study. 


incentive price on a job, or there is some difficulty with material or equipment, 
and during temporary assignments. 


The employee's right to refuse to work on a job he considers unsefe. 


and pensi 
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Top management should demonstrate considered as individuals who are ani 
that management wants the employees to of the company, as distinguished 
be treated fairly, yb have an onpenenny mechanical men who are known only by 
for advancement and, above a the number of their time clocks. 





The Accountant's Role: Cost Projection and Explanation 


My first experience with labor contracts was some fifteen years ago in foun- 
dries and metal working plants. Preparing for a national foundry meeting about 
a year ago, 1 examined twenty-one early foundry and metal-working contracts. 
In those early contracts, few cost items were involved. Moreover, they were 
direct costs which could easily be determined. Even then, an accountant would 
have been helpful, but now, as a look at Exhibit 1 (listing the matters covered 
by early and present day contracts in metal working companies) will suggest, 
he may be regarded as a necessity. 

Because virtually all of the present-day contract provisions are cost items, 
it is natural to turn to men who know how to figure costs. These experts 


’ should be part of the management negotiating team and should play an im- 


portant role in preparing for the negotiations. 

First of all, the cost accountant should determine the direct and indirect 
costs involved in the labor contract. This would include the cost of each one of 
the overtime provisions. In some plants, no one works on Sundays or holidays 
and it would not make much difference what the company agreed to pay for 
work performed on those days. In other plants, in which there are some con- 
tinuous operations, premium pay is extremely expensive. Another example is 
the cost of paying special rates, such as average earnings when there is no in- 
centive price or there is defective material or equipment. The cost of paying 
the highest rate of the two jobs involved when an employee is transferred, is 
another cost item to be computed. 

Then there is the cost of the requirement that overtime be distributed equally. 
For example, if the company agrees that overtime is to be distributed equally and 
agrees also to pay average earnings to incentive workers who are temporarily 
assigned to day work, the combination of these two requirements may produce 
a much higher cost than either one of them standing alone. It is easy enough 
to spell out the obvious cost problems, although I venture many of them have 
been analyzed. by most companies, but the real technique is in finding the indirect 
costs which occur by reason of restrictions placed in the way of an economical 
operation. 

For a foundry operation, it is much easier to determine the cost of a mediocre 
molding crew as compared with one made up of well-coordinated men. At one 
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plant of a foundry company, the performance of a seven-man molding ctew 
is thitty-five per cent better than it is at another plant of the same company 
where the identical job is done with the same equipment and under the same 
conditions. In the plant with the poorer performance, the men on the job are 
considerably older and have fever adjusted their pace to the mechanized 
equipment. In the plant with the better performance, this molding crew is made 
up of men who are selected entirely on the basis of ability to perform that 
particular operation. Since the amount of work of indirect foundry workers is 
geared to the productivity of the molding crew, a substantial difference in the 
moldets’ productivity is a big cost factor. 

Then there are a number of widely-accepted provisions which have a cost 
which might surprise everyone. It is éasy for a union to argue strict seniority 
as the test for promotions on the sole condition that the man promoted can 
perform the minimum requirements of the job. With such a rule, any employee 
who is dissatisfied because he did not get a promotion is told by the union that 
he did not have enough sehidtity and, therefore, he did not have a grievance, 
Obviously, there are just as many men promoted whether the test is ability or 
strict seniority. The junior employee with greater ability who is not promoted 
under the seniority rule may not cause the union any trouble, but he is certainly 
dissatisfied, and, from that day on, a poorer worker than he would have been 
if he had the opportunity to advance on the basis of his ability and hard work. 
From experience, it is known to all what happens to an organization in which 
individual initiative is dead because promotions depend entirely on length of 
service, 

Discetning and measuring indirect costs of proposals requires imagination and 
a lot of hard work, but it can be done. I am certain the top management of most 
companies would be shocked to learn the costs of many of their present labor 
contract provisions. I am also confident that, if these costs had been available 
before the agreement was made, many of these provisions would not have been 
included in the contract. 

It is necessary to determine the direct and indirect costs for each subject 
which is to be negotiated. Everything written here about knowing the costs of 
present contract provisions applies with equal force to proposals made. by the 
union and those made by management. The job is not made easier because, if 
many cases, if not most, it is a matter of potential or projected costs under situ 
tions which have to be visualized as to their full importance. 

Finally, the true costs involved in the particular subject under negotiation 
should be explained carefully and dramatically at the negotiating table. Because 
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so few cost accountants have participated in wage negotiations, I do not know 
whether they would make good salesmen, but, if the negotiations are under 
control, management has the opportunity to carefully present the statistics, 
facts, and data which prove the cost of proposals under consideration. Pro- 
fessional negotiators might well say “yes” to a reasoned proposition. However, 
after all of this careful explanation, the international representative of the 
union, who is probably in control of his group, will insist on a compromise 
in his direction irrespective of the cost. Although this happens far more often 
than not, it is no excuse for failing to present the facts. Only by such a presenta- 
tion is there the opportunity to convince at least the company’s own employees 
who are on the committee that granting a particular proposal is bad for them 
because it is bad for the business. 

The more management presents the facts, the more determined management 
will be to protect the interests of all the people who are concerned with results. 
This means not only the shareholders but the employees as well. For example, 


. where the company agrees not to contract-out work, it has lost a very potent 


bargaining position. If it remains free on this point and if the cost of an opera- 
tion becomes exorbitant, the work will be contracted to others and the employees, 
in that way, given a very forceful demonstration that there is a limit to what a 


company can agree to do and remain competitive. 
Management must do a better job of negotiating and, in my opinion, the cost 
accountant can be a real addition to the management team in this matter. 


MARCH, 1954 











Costing of Benefits for Wage Negotiations 


by JOHN G. WAYMAN 


Attorney, Pittsburgh, Pa. 


Sketched quickiy in this article are the growth of the fringe benefit 
problem, the type of calculation it now evokes, and the extending 
benefit frontier in labor relations. There is provided an estimate of 
the cost of benefits now in force in a small chemical company and 
brief comment on benefits not yet granted by it. (Note: The state- 
ments and observations included are purely those of the author, and 
are not to be attributed to the law firm with which he is associated 
or any of its clients.) 


N THE WORLD WE LIVE IN TODAY, labor relations is a major and ever-present 

‘problem. With the growth of the corporate form of enterprise, relations 
between employer and employee have, with encouragement of law, tended to 
become impersonal. The days when the boss, who was usually the owner of the 
business, knew each employee personally and might work out an employee's 
problems face to face, have given way to this age of specialists, hired managers 
and union representatives. Normally the rank and file employee never sees 
the owner of the plant and takes no direct part in bargaining for his own wages, 
hours or working conditions. 

Thus, for better or for worse, employment problems are now handled on a 
mass or “collective” basis. The managers of the business now must make deci- 
sions on wages, hours or working conditions not on any emotional or person- 
alized grounds but primarily upon the answer to the questions: Can we pass on 
the additional expense to our customers? Can we afford it? 

In order to answer these questions, it is first necessary to know, with reason- 
able accuracy, what the proposed change will cost. I believe, therefore, that 
management should utilize the trained accountant to answer this all important 
question, rather than rely on estimates or guesses by lawyers, production men, 
sales managers, labor relations managers or industrial engineers. If this is the 
case, the accountant belongs on management's first team in dealing with labor 
problems. What makes the problem difficult are those pay “‘extras.” It is rele 
tively easy for a fairly intelligent lawyer or production man to tell how mucha 
general increase in cents per hour will cost the company. The difficulty arises 
in trying to estimate the cost of the so-called fringe benefits. Here the ingenuity 
and training of the accountant are invaluable. 
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Emergence of the "Package" Deal in Negotiations 


Many of the special items of direct or indirect compensation, loosely referred 
to as fringe benefits, have existed for a long time. Paid vacations and holidays, 
for example, were common years ago, although mostly confined to salaried 
personnel. During what was inaccurately called the wage freeze in World War 
I, labor unions became acutely conscious of these so-called fringes. The admin- 
istration in office at that time was in a most peculiar position. It had said wages 
were frozen or restricted by the “Little Steel” formula, but it professed to be the 
working man’s friend and wanted to help its chief supporter, the labor unions. 
The unions wanted more money for their members. 

The administration’s problem became increasingly difficult, finally culminating 
in the 1944 steel case before the War Labor Board. In that case, the War Labor 
Board hit upon a happy solution. It sternly rejected any relaxation of the “Little 
Steel” formula. The line was held, but the union was not turned away empty- 
handed. It got a few fringe benefits, such as vacations, shift differentials, and 
severance pay, as well as job evaluation to eliminate inequities. In this way, 
there opened up an inviting and virtually unlimited field of issues upon which 
to negotiate. The government helped roll up the snowball. So, in 1949, the 
steel workers obtained a pension plan and group insurance after a recommenda- 
tion by a presidential fact finding Board. In 1952, they obtained six paid holi- 
days and increased vacations and shift differentials on the recommendation of 
the Wage Stabilization Board. 

In the meantime, other unions were working the fringe gold mine with energy 
and enthusiasm. In negotiations of new contracts, the so-called fringes became 
issues of at least as great importance as the direct or general wage increase. The 
“package” deal became the accepted rule in contract settlements. By a “package” 
deal is meant a wage increase of a certain number of cents per hour, plus fringe 
benefits valued at a certain number of cents per hour. Thus, a union might be 
said to have settled for a ten cent package if it obtained a wage increase of 
five cents per hour plus six paid holidays and a four and six cent shift differ- 
ential, these “fringes” being valued at five cents per hour. Determination of 
the cost of these fringe benefits has thus become a major and vexing problem 
for persons handling labor relations, and one which, by the nature of his train- 
ing, the accountant must help us to solve. 


Defining Fringe Benefits 


As has been said, the term fringe benefits, is loosely used, having no official 
or standard definition. It seems to imply something minor, or just on the edge 
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of value and importance. This implication is unfortunate, for the benefits, even 
if considered separately, may be very costly and of great concern to the employees. 
In the aggregate they are invariably costly, and frequently constitute the main 
issue in a labor dispute. In point of fact, when we speak of fringe benefits, we 
mean any employee or union benefit which costs the company money over and 
above straight-time hourly wages. This is admittedly a very broad definition, 
and one which emphasizes the cost aspects of the problem. Since the employer 
must find means to pay for these increased labor costs, defining the term to 
minimize the importance of their cost is unrealistic. 


Four Ways of Stating Benefit Cost 


In my own experience, the computation of these fringe costs has generally 
been done, “under the gun,” in negotiations, by a lawyer or industrial relations 
man, using his own rule of thumb. This method is roughly comparable to guess. 
ing the number of jelly beans in the jar in the drug store window. It might 
result in an accurate estimate once in a thousand times, but, usually, the company 
just hopes that the man making its decisions on this point has seen enough jelly 
beans and jars so that he can come close and not bankrupt the company. A 
better approach is to distinguish at least four different ways of stating the cost 
of a fringe benefit: (1) as the annual cost for the plant or unit, (2) as the cost 
per employee per year, (3) as a percentage of payroll cost, or (4) as cents per 
hour. 

Annual cost is the total amount to be spent by the company during the ensuing 
year. Since fringe benefits seldom involve all employees in the unit to the same 
extent, this type of calculation may involve enough assumptions to permit an 
alert guesser to justify anything but the most absurd figure. However, it is also 
possible to get sound answers on clear situations. 

For example, if I were guessing the cost of six paid holidays in a plant hav- 
ing 100 employees, with average straight time earning of $1.50 per hour, I 
would multiply 100 employees by six holidays by eight hours per holiday by 
$1.50 average wage and state confidently that the annual cost would be $7,200. 
If the issue were a reduction in vacation eligibility from twenty-five to fifteen 
years for a third week's vacation, I would find out how many people in the group 
had over fourteen but less than twenty-four years’ service, what their average 
wage is, and then multiply people times wage times a forty hour vacation week 
to get annual cost. Assuming 15 people in our group, with an average wage of 
$2 per hour, the annual cost would be 15 x $2 x 40 or $1,200. 

It is readily apparent that even these calculations, although they may be 
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accurate for the present, do not consider the long range aspects of the fringe 
benefits and are based on assumptions which may prove inaccurate with a change 
in business conditions affecting the number of employees on the payroll. 

The cost per employee per year is not used as much as a method of stating 
benefit cost and, if anything, is likely to be less accurate than total annual cost. 
It may be stated as the total annual cost of the benefit divided by the average 
number of employees for the year. This would be $72 in the holiday example 
above, and $12 in the vacation example. It is an effective and reasonably signi- 
ficant figure in the holiday example, since all employees are affected, but it 
tends to minimize and understate the vacation benefit in the example. To get 
realistic and effective “per employee” figures where substantially less than the 
entire group is involved, it is necessary to divide total annual cost by the number 
of people actually affected. Thus the vacation benefit in the example would be 
$80 per year for the fifteen people who would receive an additional week's 
vacation. 

A per cent of payroll cost figure is an even less significant way to state 
benefit cost. It involves selection of the payroll to be used and, unless some 
difficult (for a lawyer) adjustments are made, tends to minimize the cost of 
the benefit. The annual payroll today includes so many payments other than 
straight time hourly wages that it is not a good standard for comparison in 
determining fringe costs. Thus shift differentials, overtime, incentive, holidays, 
vacations and the like are part of the total payroll. The base, itself, is more or 
less “be-fringed.” However, once the appropriate payroll is selected it is a very 
simple matter ta divide total annual cost of the benefit by total annual payroll 
to obtain a percent of payroll cost. 

Assuming, in the examples which we have been using, that each of our 100 
employees worked fifty weeks of forty hours in a year and that the fringe costs 
already included in the contract and directly reflected in the payroll amounted 
to 25 cents, the per cent of payroll cost of the six holidays would be about 
two per cent and the increased vacation about three-tenths of a per cent. How- 
ever, if only the average straight-time earnings payroll were used, the percentages 
would be about 21/ and 4 tenths, respectively, 

The cents-per-hour cost is the darling of the unions and the one invariably 
used in calculating the package deal. Its calculation calls for projection into 
the following year of the number of hours the entire group will work. Generally 
only “productive” hours, as distinguished from pay hours, are used. The com- 
mon pfactice is to assume that each employee will work 2,000 hours per year, 
made up of 50 weeks of 40 hours, eliminating two weeks vacation. This assump- 
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tion has very little to recommend it beyond the fact that 2,000 is a good round 
figure which is easy to multiply and divide and, while it allows a very generous 
margin of error, it is not likely to be fantastically inaccurate in a plant operating 
normally. 

This formula is all too simple in use. The expected annual number of hours 
multiplied by the expected annual number of employees equals the expected 
total annual hours. This total divided into total annual cost equals the cents per 
hour cost of the benefit. Thus, in our example, the expected annual hours will 
be 100 employees times 2,000 hours, or 200,000 hours. The holiday cost would 
thus be $7,200 divided by 200,000 hours, or 3.6 cents per hour, and the in. 
creased vacation $1,200 divided by 200,000 hours, or 6 tenths of a cent per hour, 

These are the ways that, in my experience, a labor lawyer or labor relations 
man estimates costs. They have the virtue of simplicity and speed, but they must 
seem ludicrous to a cost accountant. After the benefit is agreed upon and in 
effect for a year, I suppose the cost accountant can make an accurate determing. 
tion using the same general methods but having accurate figures. Unfortunately, 
if the first guess was wrong, the damage is already done, for it is easier to take 
raw meat from a hungry tiger than it is to take away a benefit which the em- 
ployees have (as the union says) “enjoyed” for a year. As a negotiator I wel- 
come—nay, I yearn for—the help of the trained accountant before, not after, 
the deal is made. Sooner or later management must recognize this and put the 
accountant into the front line combat team. 


An lilustration of Estimated Costs of Some Fringe Benefits 


But the backward look is of value for discussion of the costs of some actual 
fringe benefits, although it is virtually impossible to obtain wholly accurate 
experience figures, even from clients for whom you negotiate. Certainly they do 
not jibe with the forecast, i.e., publicized estimates given out at the time the 
deal was made. For example, the steelworkers’ pension plan was estimated by 
the government to cost 6 cents per hour. One company tells me that it has cost 
it about 16 cents per hour and another, with the identical plan, says it has cost 
23/4, cents. One thing is certain. These fringes now represent a hidden cost in 
most companies, which equals or exceeds the statutory minimum wage of 30 
cents per hour under the original Fair Labor Standards Act of pre-World War Il. 

I should like to use as an example a small chemical company for which I have 
negotiated for many years. It employs about 120 production and maintenance 
employees, who are represented by UMW District 50. The average straight-time 
wage now is $1.85 per hour, exclusive of any fringes. Following is a listing of 
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the fringe benefits granted by this company, and my own estimate of the cost, 
both annually and in cents per hour: 
ANNUAL _—_ CENTS PER HOUR 








1. Restriction on work by foremen $1,200 50 
2. Check-off of union dues 1,200 50 
3. Shift differential 7,200 3.00 
4. Premium pay for dirty work 600 25 
5. Time off for medical examination 120 0 
6. Daily or weekly overtime 2,400 1.00 
7. Off-schedule premium hours 600 25 
8. Call in or reporting pay 120 0 
9. Wash-up and clean-up time 9,000 3.75 
10. Vacations 18,000 7.50 
Il. Holidays (6) 10,800 4.50 
12. Time off for death in family 240 0 
13. Jury duty pay 120 (1) 
14. Group insurance 2,400 1.00 
15. Group sickness, accident, surgical, etc. 7,200 3.00 
16. Pension plan 12,000 5.00 
17. Learner and training program 12,000 5.00 
18. Safety clothes and equipment 1,200 1.00 

Total $86,400 $36.25 


This is a conservative estimate, based upon personal observation and knowl- 
edge of the affairs of this particular company. The fringes it pays are not above 
average. They might even be called below average. For example, while this 
company has only six holidays, a fair number of industrial and commercial 
employers have seven or eight, and paid holidays numbering eleven, twelve, or 
thirteen are not unusual in public utilities where fringe benefits generally far 
exceed those of manufacturing plants. 

It would seem appropriate here to mention just a few of the dozens of addi- 
tional fringe items which have not, as yet, been granted at this small chemical 
company. Job evaluation is a prominent and common fringe item. In the steel 
industry, it was supposed to cost about five cents, but it really cost more like six 
to ten cents per hour, depending upon the company. Severance pay is another 
fringe, agreed to by steel, common among newspaper publishing houses and 
others, and likely to become more important when and if business gets slower. 
Skilled accountants can tell how much this costs after it is paid, but I cannot 
even make a respectable estimate beforehand. 

Guaranteed work week is a common feature of teamster contracts, though not 
found so much in manufacturing. It probably costs from one to three cents per 
hour, but this is a pure guess. Premium pay for Saturday or Sunday as such is 
common to contracts in all fields. The cost depends upon the nature of the 
operation. In a continuous process or service industry it can be extremely 


burdensome. 
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The Unknown Cost of Featherbedding 


Featherbedding, seniority restrictions and testrictions on crew size or the 
amount or type of work which employees may do under the union contract 
represents, in my opinion, the most serious and expensive problem faced by 
every branch of industry today. The railroads have a set of seniority and feather. 
bedding rules which render economic operation difficult. Every so-called breach 
of these complex rules may result in heavy penalties in the form of additional 
wages. I have so much trouble just trying to understand them that I will not 
even venture a guess at the cost of these rules, except to say that it must be 
astronomical. 

In the construction industry, a bricklayer will lay only so many bricks a day, 
For every so many electricians, there must be a union foreman. A painter must 
use only a brush, not the speedier and more economical roller or sprayer. Only 
a plumber must install plumbing. Only a steamfitter may handle steam pipes, 
A carpenter may drive nails. Only an ironworker may put up iron. An elec 
trician must be employed to throw a switch, etc. These “make work” and 
jurisdictional rules have run the cost and price of construction to the point that 
the ordinary consumer must mortgage his future to buy a modest home and 
industry and commerce must daily spend fortunes (recovered from you and 
me in the form of increased prices) to house their machines and employees, 
I am not qualified to compute the cost of these fringes and I have seen no 
reliable figures. Based upon my own experience, I would judge that they add 
from 50 per cent to 100 per cent to the labor cost of construction, 

Manufacturing has its own featherbedding, jurisdictional and work restriction 
troubles. It has been held, under the steel contracts, that a job which admittedly 
can be done easily by one man must be done by two because two men have done 
it before. Introduction of a new method generally meets a demand for more 
men to do less work. The automobile industry tried to buy its way out of this 
difficulty with the famous “improvement factor’”—once four cents a year, now 
five cents—but disputes are still common. 

Commercial enterprises bear heavy additional costs as a result of featherbed- 
ding. Teamster contracts require additional men on trucks where no conceivable 
useful purpose can be served. They limit, or try to limit, the number and size of 
packages and the length of routes. The resulting costs are so great that delivery, 
instead of being a minor item in overall cost, has become prohibitively expensive. 

These are only a few examples of the universal problem. My fumbling rule- 
of-thumb cost estimating system is useless here. I think industry should—must 
for its own preservation—use the skilled and trained cost accountant to the 
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fullest extent to locate and determine the seriousness of this problem. Knowl- 
edge of the problem may make it possible to at least keep its growth under 


control. 


Guaranteed Annual Wage As Private Unemployment Insurance 


The guaranteed annual wage might be called the final fringe to date. So far 
this is a rarity in contracts, but the demands for it have been made for several 
years, and, as business slackens, they will increase. The history of similar de- 
mands persuades me that some day, probably under governmental pressure, 
industry will yield and the guaranteed annual wage will become as common as 
pensions, vacations, insurance and the like are now. 

The guaranteed annual wage proposals which I have seen so far are actually 
a sort of private unemployment compensation system in which benefits vary ac- 
cording to length of service and earnings. Federal and state unemployment com- 
pensation benefits require contributions varying from one to three per cent of 
payroll. Obviously the cost of a private fund for one employer (in effect, self 
insurance) cannot be predicted with the same certainty or actuarial sureness as 
a state-wide fund embracing all employers. It may be possible for some large 
companies to set up and maintain their own funds, but I think that some form 
of insurance coverage must be provided for smaller employers. 

Until the amount of benefits, eligibility requirement and type and size of 
company are known, it is, of course, impossible to make even a good guess at the 
probable cost of this private unemployment compensation which, I believe, is 
miscalled guaranteed annual wage. There would seem to be little doubt that the 
cost would substantially exceed the three per cent contribution to government 
funds for similar benefits, so that we might safely say that the cost would exceed 
five cents per hour in the average company today. (I should re-emphasize here 
that this is the type of guaranteed annual wage I feel is most likely to be adopted 
—namely, the private unemployment compensation, limited benefit sort of plan— 
and not actually a guarantee of some certain annual income to all employees. ) 


Variations in the Cost of Fringe Benefits 


It would be possible to write pages discussing the many additional fringes 
and the variations and combinations of the common ones I have mentioned. 
However, it is sufficient here to say that the cost of these benefits is seldom, if 
ever, less than twenty-five cents an hour and is more likely to be in excess of 
thirty-five cents an hour in what I would consider an ordinary small to middle- 
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sized business. Furthermore, common sense and fairness require that these 


that the true annual cost to the company must be determined on the broad base 
of application to all employees. 

Authoritative figures are difficult to come by, since most emplyers are reluc- 
tant to advertise any small advantage or to admit any disadvantage to their 
competitors or the public in connection with fringes. Nevertheless, I have had 
the good fortune to obtain a trustworthy survey of fringe benefits covering 
manufacturing companies is the chemical, textile, rubber, electrical, automobile, 
farm equipment, aircraft, steel, and oil industries. The survey also covers some 
utilities and retailing. I am satisfied that it is reasonably accurate up to January, 
1953. The cost of fringe benefits in these companies ranges from 16.7 per cent 
to 37.27 per cent of the straight-time annual earnings. Expressed in cents per 
hour, the range is from 26 cents per hour to 65 cents per hour—quite a range, 
The average would be around 35 cents to 40 cents per hour. 

For purposes of analysis, these fringes were classified into four groups. The 
first group includes direct payments to workers for time worked, such as overtime 
premiums and shift differentials. Virtually every company has both of these, 
with a wide variation in cost, depending upon operating conditions. The second 
group is made up of direct payments to workers for time not worked and in- 
cludes such items as vacations, holidays, severance pay, sick leave, rest periods, 
bonuses and the like. Vacations and holidays are common to all, with costs fairly 
uniform in percentage of payroll. Vacations generally cost from three per cent 
to six per cent of payroll and holidays from two per cent to three per cent. 
Other benefits of this type are not even approximately uniform in incidence or 
cost. The third group is made up of payments made by the employer for the 
employees to some third person and includes insurance and pensions. Both are 
common in the companies surveyed, but the costs vary so widely as to make 
comparison impossible. The fourth group consists of payments required by law, 
including social security, workmen's compensation and unemployment insut- 
ance. Since the contributions here are fixed by statute, the costs are fairly uni- 
form and easy to ascertain. 

I should like to observe here that the survey makes no mention of the cost of 
featherbedding provisions, job evaluation or guaranteed work week or annual 
wage, although some of the companies stand substantial expense on these items. 
All in all, the survey bears out observations resulting from personal contact with 
these various items, i.e., that the cost is substantial. Further, human nature being 
what it is, little or no credit may be given by the employees to the company, onc 
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one of these benefits is obtained. Anything not part of the hourly wage rate 
is considered, by almost all employees and a large part of the public, as some- 
thing the cornpany ought to do, and which costs nothing. 


Accounting Problems Are Involved 


There is an opportunity for anyone, including accountants, who will study 
the particulars involved. The variations and seemingly minor contractual safe- 
guards of these fringe benefits offer a skilled and careful bargainer the greatest 
opportunity to save his principal or employer excessive costs and preserve the 
opportunity to make a profit, while still meeting the Union’s “pattern” or pack- 
age deals. 

In order to bargain intelligently, educate employees, get the employer's posi- 
tion across to the public, and for management to prepare proper budgets, provide 
proper reserves and make prudent decisions on when and how far to go along 
with union demands, accurate and complete cost figures are absolutely essential. 
Guesswork can be ruinous economically and embarrassing in public and labor 
relations. To accomplish this necessary end, the accountant must be encouraged 
to utilize his professional skill and training in connection with it and to devise 
methods by which accurate, complete and reliable cost figures may be obtained 


quickly. 
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Alternatives to Direct Costing 


by HOWARD C. GREER 


Treasurer, The Chemsirand Corporation, Decatur, Alabuma 


Indicating a belief that direct costing, although an identifiable ap- 
proach to cost analysis and cost assignment, is neither well-defined 
nor entirely new so far as defined, the present author discusses its 
basis im segregation of fixed and variable costs and its application to 
managerial uses and profit measurement. He finds that it may be 
serviceable at many points but that the same ends may be reached by 
alternative means, which are specified. 


HE VIGOR AND ENTHUSIASM of the 

current debate on direct costing is 
unmitigated by the fact that it is not 
at all clear just what is being debated. 
The proponents of direct costing de- 
scribe it in such diverse terms that it is 
difficult to determine exactly what one 
is accepting or rejecting in lining up 
for or against the proposition. Of the 
contentions advanced by direct cost 
advocates, some are plainly true and 
some are extremely doubtful. It is go- 
ing too far to demand their acceptance 
on an “all or none” basis. 

This paper presents the results of 
an effort to separate the several ele- 
ments of the direct cost philosophy and 
examine them individually for merits 
and defects, and also to relate them to 
other cost procedures of longer stand- 
ing. After such a study of this new 
philosophy, there is a temptation to 
suggest that what is good about it is 
not new and what is new about it is 
not good. That, however, would be 
unfair. Several valid and important 
conclusions have received needed em- 
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phasis from the direct costing ap 
proach. It has thus served a very use. 
ful purpose, whether or notit deserves 
an all-inclusive acceptance. 


Direct Costing—What Is It? 

There seems to be no simple 
straight-forward definition of direct 
costing. The available descriptions of 
the procedure are vague and rambling, 
with the authors by no means precise 
as to the essentials or the boundaries 
of the suggested method. The more 
dubious aspects of the theory, are in- 
troduced as optional and secondary, 
but so emphasized as to make them ap- 
pear fundamental. This is confusing. 

However, there appear to be two 
principal elements in the philosophy, 
one having to do with cost analysis for 
management control and price com- 
parison purposes, and the other with 
cost assignment for inventory valu- 
ation and profit determination pur 
poses. Some of the recent pronounce 
ments on the subject, though not fol 
lowing any such clear-cut lines, can be 
separated into these two primary idea 
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groups. For example, the statement 
of “essential characteristics” quoted 
with approval in the Association's ex- 
COST ANALYSIS 
“Direct costing should be defined as 
segregation of manufacturing costs be- 
tween those which are fixed and those 
which vary directly with volume. .. . 
The point to be emphasized is that di- 
rect costing is primarily a segregation 
of expenses and only secondarily a 
method of inventory valuation.” 


In case you do not understand that, 
you can proceed through the follow- 


“, . . the prime objective of the plan 
is provision of information about cost- 
volume-profit relationships . . . not a 
reversion to eaflier costing practices 
which omitted some or all indirect costs 
from product costs because accountants 
did not then know how to allocate them 
or failed to see their importance as prod- 


If this leaves the definition still 
somewhat obscure, one may turn to the 
papers on this subject presented at the 
most recent National Cost Conference? 


“Direct costing . . . is designed to 
satisfy the need for a simple presenta- 
tion of operating results, clearly indi- 
cating the cost-volume-profit relation- 
ships . . . adhetes to concept of the 
break-even chart in providing marginal 
income figures to measure profit value 
of changes in sales volume.” 


Basic Propositions 
Mind-reading is a hazardous occu- 
pation, but it appears that these auth- 
In the presentation of cost compari- 
sons, the essential distinction, for all 
purposes, is between expenses consid- 
éred as vatiable and expenses consid- 
ered as fixed. 


cellent research study on this subject* 
can be rearranged to emphasize the 
basic association of ideas, as follows: 
COST ASSIGNMENT 
“Only the prime costs plus variable 
costs are used to value inventory and 
cost of sales. The remaining factory 
expenses are charged off currently, to 
profit and loss. . . . By this approach, 
full attention can be devoted to the ef- 
fect which direct costing has on the 
profit and loss statement and supple- 
mentary opération reports.” 
ing paragraph, in which the research- 
ers explain what they think is meant: 


“Direct costing has sometimes been 
described as a plan for eliminating fixed 
costs from inventories. This description 
stresses an incidental feature. . . . Un- 
der direct costing, variability with vol- 
ume determines whether a manufactur- 
ing cost should be classified as a prod- 
uct cost or as a period cost.” 


which again offer conttasting concepts 
of the essentials of direct costing, in such 
comments as the following (language 
altered slightly for sake of brevity) : 


“Basic concept is . . . to make a care- 
ful classification or division of expenses 
between fixed and variable, and then 
pull all fixed expenses out of product 
costs and treat them as costs of the 
period . . . only variable costs will be 
included in cost of sales . . . difference 
between cost of sales and sales is mar- 
ginal contribution to period costs.” 

ors, and others, ate advancing two 
basic propositions which may be stated 
briefly in the following language: 

In the determination of profits and 
inventory values, only variable expenses 
may be included in product costs, and 
all fixed expenses must be treated as 
period costs. 


*N.A.C.A. Research Series No. 23, N.A.C.A. Bulletin, Aptil 1953, pp. 1079-80. 
*1953 Conference Proceedings, N.A.C.A. Bulletin, Section 3, July 1953, pp. 1534-35, 
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The validity of these propositions 
can be better assessed if they are re- 
framed in the form of questions, as 
follows: 


1. Is @ simple distinction between appar- 
ently variable and supposedly fixed ex- 
penses all that is necessary for man- 
agerial cost control, pricing policy, oper- 
ations planning, etc.? 

2. Is periodic profit measurement improved 
by charging all fixed expenses against 
current sales revenues, regardless of pro- 
duction volume, inventory accumulation, 
etc.? 

The answer to both these questions 
is obviously, “No.” Cost problems are 
far from being that simple, as even 
the most ardent advocate of direct 
costing would doubtless agree. To 
clarify the problem, two additional 
questions may be posed: 

3. In pricing, is it essential to distinguish 
between (a) marginal income contribu- 
tion a of sales revenue over direct 
out-of-pocket costs) and (b) net income 
contribution (excess of sales revenue 
over fully apportioned costs)? 

4. In operation, is it essential to distinguish 
between (a) controllable expenses (those 
related to the degree of departmental 
activity and efficiency), and (b) fixed 
expenses (those resulting from factors 


and decisions beyond the influence of 
the departmental supervisor) ? 


The answer to both of these ques- 
tions is clearly “Yes.” If that is what 
the proponents of direct costing are 
trying to prove, there should be no 
one to dispute their contention, even 
if there is nothing strikingly novel 
about it. 

Since the issue has been joined on 
both grounds, it may be worth while 
to explore the entire field somewhat 
further, to determine what elaboration 
of conventional procedures are desir- 
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able and how management decisions 
can be improved through consider. 
ation of facts developed by direct cost 
presentations. 


Variable Costs — Variable with What? 

Management difficulties in adjusting 
selling practices to direct cost facts are 
complicated by accounting difficulties 
in developing the facts. These arise 
from the impossibility of making a 
clear distinction between variable and 
fixed costs. 

Proponents of marginal income cal- 
culations, break-even charts, and sim- 
ilar devices, usually start with the con- 
venient assumption that every expendi- 
ture, in relation to the volume of out- 
put, either varies directly with that 
volume or is completely independent 
of it. Grant the assumption and 
numerous conclusions become easy. 
Unfortunately for theory, the assump- 
tion is manifestly false in most cases. 

While certain costs obviously are in- 
fluenced by volume to a greater extent 
than others, it is broadly correct to say 
that over the entire potential volume 
range (from maximum to zero) ab 
most no costs are precisely uniform per 
unit of output or per unit of time. At 
the one extreme, even such supposedly 
fixed costs as insurance, taxes, and de 
preciation can be reduced when there 
are radical reductions in output. At 
the other extreme, even such dired 
costs as materials and labor may be 
larger per unit when volume is dowa. 

This well-understood fact is not, it 
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self, a bar to the establishment of 
“variable” and “‘fixed’’ as broad classi- 
fications of costs, however rough and 
atbitrary they may be. Within rather 
narrow ranges of over-all volume (e.g. 
60-80 per cent of capacity) assump- 
tions as to relative variability and fix- 
ity can be made without risk of serious 
error, but, in a large manufacturing 
operation, there are further compli- 
cations. 

Production on a broad scale entails 
not merely the conduct of the direct 
operations of processing the materials 
into finished products, or parts, but 
also the performance of numerous 
auxiliary functions of independent 
character. For example, there may be 
power plants, pumping stations, waste 
disposal units, analytical laboratories, 
mechanic shops, medical facilities, 
cafeterias, plant guard forces, fire- 
fighting units, etc. There also may be 
supervisors, personnel men, time study 
engineers, inspectors, paymasters, and 
others. 

Each of these activities may com- 
prise variable and fixed expenses— 
variable with the service performed by 
that unit or fixed in relation to it, but 
not necessarily bearing a similar rela- 
tionship to the output of any product 
item or production center. Informa- 
tive classification of such costs can be- 
come a very intricate and puzzling 
affair. 

Even within a production center, 
variations in volume have often un- 
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predictable effects on cost incurrence. 
Discontinue the output of one ma- 
chine from a battery of ten and super- 
vision cost may be unaffected, but dis- 
continue one whole battery from a 
group of three and supervision may be 
cut one-third. Volume increase up to 
the point of maximum single-shift out- 
put may leave overheads fixed, but the 
addition of a second shift may sud- 
denly magnify such overheads in a 
startling manner. Maintenance costs 
often are higher when volume is down 
and machinery available for repair. 

Thus, even the direct cost of a given 
activity often cannot be determined 
unless it is known what other activ- 
ities are going to be conducted at the 
same time. Numerous classes of ex- 
pense are sometimes fixed and some- 
times variable, depending on condi- 
tions. When major decisions are to be 
made, it becomes necessary to make a 
forecast of results through the entire 
manufacturing operation, with inte- 
grated assumptions as to both the 
amount and the character of the antici- 
pated output, before a safe conclusion 
can be reached. 

This does not weaken the direct cost 
argument. It merely broadens its scope 
and exposes the dangers of oversimpli- 
fication of either the analyses or the 
conclusions they suggest. The problem 
is still one of combining in one enter- 


prise a group of productive activities 
which in the aggregate will produce 


the largest possible return on invest- 
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ment. This end is not to be achieved 
by seeking uniform profit margins over 
fully apportioned costs, but neither is 
it to be attained by treating certain 
cost components as unalterable fixed 
or undeviatingly variable under all 
possible manufacturing conditions. 


Adequate Cost and Expense 
Classification 
The most important contribution of 


the direct cost philosophy is its em- 
phasis on more intensive analysis and 
more effective presentation of product 
costs and operating expenses. It has 
been apparent that many cost account- 
ants, in their pre-occupation with the 
assignment of all classes of costs to in- 
dividual units of output, have failed 
to give adequate emphasis to the na- 
ture of the cost components them- 
selves. 

The first step in classification is the 
selection of suitable primary expense 
categories. This is sometimes assumed 
to consist solely of establishing a 
single “code of accounts,” in which 
analysis is extended merely by estab- 
lishing further subdivisions of the cate- 
gories initially selected. 

In a large operation, the inade- 
quacies of such procedure are soon ap- 
parent. Intelligent managerial study 
of expense data requires that they be 
classified not merely according to one 
characteristic (e . expense type), but 
also according to possibly two or three 
others (e.g. function, controllability, 
basis of assignment). There must be, 
not just a one-way expense analysis, 
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but a two-way or three-way summary, 
analyzing the various aspects of the 
outlays made, for the various interpre- 
tations requisite to effective manage. 
ment. 

A two-way classification, so univer. 
sally needed that it is fast becoming 
standard practice, identifies expenses 
first by type and second by function, 
Through this device, a distinction can 
be made between such expense-type 
groups as materials, labor, security, 
supplies, outside services, insurance, 
taxes, and depreciation, and such fune- 
tional activity subdivisions as produc. 
tion, utilities, maintenance, supervi- 
sion, etc. Separate recognition of both 
characteristics prevents either from ob- 
scuring the other. 

This, however, is only the begin- 
ning of an adequate analysis of costs 
and expenses. As to each activity (cost 
center), a distinction must be made be- 
tween direct and apportioned charges, 
between standard and allowable ex- 
pense, between fixed current and fixed 
sunk costs, and between those outlays 
which are presently controllable at the 
local level and those which refled 
management decisions made at some 
earlier time or in some higher echelon, 

Such analyses give rise to a series of 
internal cost reports which are vital to 
intelligent control of activities and 
evaluation of results, while, at the 
same time, contributing the elements 
necessary to a calculation of product 
costs, stated in whatever terms may be 
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most useful for the management's im- 
mediate purposes. A glance at the re- 
port for any individual cost center 
will show the probable cost influence 
of any additions to (or reductions in) 
the volume of any product utilizing 
the facilities of that center and will 
suggest the advantage or disadvantage 
of any price decision of either short 
range or long range import. 

This supports, but again modifies, 
the direct costing contention that cost 
elements must be known when price 
and profit calculations are made. The 
important point is that margin contri- 


- butions must be measured, not simply 


in their relation to some simple com- 
posite cost figure (supposedly compris- 
ing only the two elements of direct- 
vatiable and overhead-fixed expense), 
but rather in their relationship to an 
overall production and sales program, 
and to other similar income contribu- 
tions obtainable at the same time. It 
would be convenient if the simpler 
concept would suffice, but unhappily 
it often does not, and its indiscrimi- 
nate acceptance may be more danger- 
ous than constructive. 


Direct Costing in Pricing and Selective 
Selling 


What cost information is needed 
for pricing purposes? Is a single fully 
apportioned cost figure sufficient as a 
guide to sound pricing policy? If not, 
what additional facts will be most use- 
ful to the price-maker? 





It is plain to every manager that any 
sale which covers the out-of-pocket 
cost of the goods sold and contributes 
something toward the general over- 
head of the business will add to the 
total profit of the enterprise. It usu- 
ally is also plain that all products can- 
not be expected to provide income 
contributions of exactly equal amounts. 
Thus the extent of the contribution of 
each becomes a management fact of 
major significance. 

It follows that the management 
should be informed of the out-of- 
pocket cost of each product as distin- 
guished from its fully apportioned 
cost. This out-of-pocket cost presum- 
ably will consist of the expenditures 
for material and direct labor, which 
will occur only if this product is made, 
plus such additional expenditures for 
manufacturing and selling activities as 
tend to vary directly with the volume 
of production and sales. 

The importance of isolating and re- 
porting these facts is now well recog- 
nized. It has been emphasized in an- 
other fine association research study’, 
in one of the author’s own previous 
literary efforts‘, and in numerous other 
recent contributions to cost literature. 

Does the direct costing technique 
add substantially to our effectiveness in 
dealing with this problem? If it brings 
essential facts to management attention 
more effectively, yes. If it merely 
gives bookkeeping expression to a set 


*N.A.C.A. Research Series No. 24, N.A.C.A. Bulletin, August 1953, pp. 1671-1729. 
“Harvard Business Review, July 1952, pp. 33-45. 
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of already familiar calculations, prob- 
ably not. 

A point which seems to be over- 
looked by direct costing advocates is 
that cost-price decisions are made not 
on the basis of periodic cost sum- 
maries, but from individual unit cost 
data, developed from moment to mo- 
ment as circumstances require. The 
desired price is one insuring a full 
overhead contribution and a liberal 
profit. If this is not obtainable, what 
lesser price can be considered? The 
question must be answered for each 
item separately, according to its own 
cost-price-volume characteristics. 

It can be taken for granted that any 
concern which approaches the pricing 
problem scientifically will have devel- 
oped a “standard” cost for each prod- 
uct. If the establishment of the stand- 
ards has been through careful and 
thorough cost analysis, each unit cost 
should disclose its components—prime 
cost, variable expense, fixed overhead, 
etc. If this has been done, the facts 
necessary for intelligent pricing are al- 
ready at hand. 

Recasting the genesal income state- 
ment in the same form adds little to 
management comprehension of price 
relationships. It is a common error to 
suppose that analytical data used in 
making decisions are comparable with 
post-facto summaries of the results of 
those decisions. The purpose of peri- 
odic recapitulations is not to aid in 
current decisions but rather to “prove 
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out” the validity of the standard cost 
data used in the day-to-day conduct of 
the business and thus lay a ground. 
work for accuracy in such future cost 
calculations as become necessary. 

Selective selling, concentrated on 
profitable items, can be an important 
aid to expanded profit. Most product 
lines contain a variety of items with 
differing profit potentialities. Identi- 
fication and promotion of high-margin 
items is often a vital management fune 
tion. It is a little naive, however, to 
suppose that managements deprived of 
direct cost data have remained in ig- 
norance on this subject. 

Most companies, in most industries, 
are vigorously attempting to develop 
more business in their more profitable 
lines, through their more profitable 
channels, in their more profitable trade 
areas, etc. They are striving, in other 
words, to improve the sales pattern, or 
“mix,” to obtain the maximum total 
profit contribution. They have been 
long aware, from the conventional 
cost data furnished to them, or by 
other means, what pays best. A pre 
cise measure of the differences in mat 
ginal income contribution is less im 
portant than some ingenuity in apply 
ing the information already available. 

What are the management actions to 
be taken when analysis discloses that 
a given item stands high (or low) i 
profit contribution? If it is a high 
margin item, how do you sell more of 
it? The very availability of a high 
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margin may indicate the difficulty of 
selling it, the small quantities in which 
it normally moves, the large expendi- 
ture it entails in costs of stocking, 
solicitation, order-filling, delivery, etc. 
Margins often reflect hidden cost com- 
ponents and, if any such costs are mis- 
takenly treated as “fixed” or “general” 
overhead, the analysis may lead to the 
wrong conclusion. 

When it comes to dropping or sub- 
ordinating low-margin items, an even 
more difficult task presents itself. These 
unsatisfactory articles may be by-prod- 


_ ucts, companion items, “fill-ins,” high- 


turnover staples, etc. The same is true 
of customers. Small-volume buyers 
may be adjacent to large ones and thus 
servable at low incremental cost. Any 
revenue is welcome from a freight car 
that would otherwise move empty. 

All this is not to decry the value of 
full exposition of the margin contribu- 
tion from each item of product and 
each class of trade, but merely to point 
out that the whole problem of selec- 
tive selling is immensely complicated, 
and not to be quickly solved, even with 
the best of cost-price analyses. 


Writing off Fixed Costs—A Forward 
or Backward Step? 


This brings the inquiry down to the 
final question of whether profit meas- 
urement is improved and management 
facilitated by treating all fixed ex- 
penses as period costs rather than 
product costs (i.e. charging them in 
total against revenues from current 
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from sales of the product manufac- 
tured during the period to which the 
costs relate). 

The principal arguments for this 
procedure seem to be that the benefits 
of fixed costs expire with the passage 
of the period to which they relate, and 
they must therefore be absorbed by the 
revenues of that period, and that it is 
simpler and more understandable to 
treat all fixed expenses as profit-re- 
duction items than as value creating 
items. 

These contentions again greatly 
oversimplify the problem. Do all fixed 
costs in fact relate to periods of time 
rather than units of output? This is 
not demonstrable. Charges for insur- 
ance, taxes, maintenance, and depre- 
ciation, are commonly treated as relat- 
ing to such short-term periods as indi- 
vidual months, but this is largely a 
matter of convention and convenience. 
The costs of facilities usage may be as 
logically apportioned to units of out- 
put as to periods of time. Either basis 
is arbitrary and largely theoretical. Are 
vacation costs related to the period 
when the vacation is taken, or to some 
other period, or to the output of some 
other period? Answers reflect prefer- 
ence rather than fact. 

It seems clear, however, that even if 
the “period” argument is accepted, it 
is the production of the period rather 
than the revenue of the period that 
supplies the test of the benefits ob- 
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tained. Machine rental may relate to 
a specific time period, but it is hardly 
arguable that the company has sus- 
tained a loss of the amount of the 
rental because the product made in 
that period was not sold in that 
period. Facilities are utilized to create 
values, not to reduce profits. The 
values stored up in manufactured 
goods are sacrificed when the goods 
are sold, not lost when the goods are 
produced. 

Concededly, it might be simpler 
merely to write off all fixed charges as 
incurred and management might 
readily understand what had been 
done. Simplicity, however, is not the 
exclusive or even the major goal of 
cost analysis. If it were, it would be 
very simple to write off all costs as 
incurred, carrying inventories at zero 
value. Simpler still, all cash disburse- 
ments might be treated as expenses, 
and all cash receipts as revenues. These 
seem like logical extensions of a 
philosophy that charges should be 
treated as losses whenever it is easier 
to do it that way. 

Would management be helped or 
strengthened by adoption of the “im- 
mediate write-off” theory? It is hard 
to see why or how. The profit and loss 
variations which normally accompany 
the rise and fall of sales volume would 
be exaggerated by the deduction from 
revenue of a heavy burden of fixed 
manufacturing expense, in addition to 
the normal burden of fixed selling ex- 
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would bring criticism from owners, 
even though a busy factory might 
presage expanding profits in the near 
future. There could be pressure for 
greater sales during unfavorable mar 
ket conditions, unreasonable optimism 
during seasonal sales peaks, etc. 
Illustrations of supposed improve. 
ment in interpretation of results, um 
der direct costing, are unimpressive. 
Under certain conditions, the emphasis 
on deficient sales revenue might be 
constructive, but often it could be 
merely confusing. A factory which 
produces in the spring and summer 
for sale in the fall and winter would 
show startling losses for six months 
and illusory profits for the next six, 
contrary to logic and reason. Facilities 
usage does not involve a loss if the 
goods manufactured are worth what 
they cost, including the fixed-charge 
component. Why tell people it does? 


More Than Two Alternatives 

In the argument for direct costing, 
that method is often contrasted with 
what is termed “absorption” costing, 
with an accompanying inference that 
the only alternative to charging off the 
total of period fixed charges is the in- 
clusion of the total of such charges ia 
the cost of the goods produced, with 
a pro rata share finding its way into 
inventory valuations. 

This, of course, is not the common 
practice in the handling of fixed 
charges, under conventional cost pre 
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cedure. Most manufacturers employ 
something in the nature of standard 
or other pre-determined unit costs for 
inventory valuation purposes, and such 
unit costs include not more than a 
“normal” fixed charge component, 
based on production at some selected 
level (maximum, average, expectable, 
budgeted, or what have you). Costs 
are “absorbed” in inventory values 
only to that extent. 

When production is less than the 
amount on which the standard cost is 
based, some portion of fixed overhead 
expense remains “unabsorbed,” and 


~ thus is charged off to profit and loss 


as a production variance. To this ex- 
tent, conventional procedure parallels 
the direct costing approach, the dif- 
ference being that conventionally the 
profit and loss charge represents only 
the amount of fixed cost not assignable 
to production, while, under direct cost- 
ing, the profit and loss charge would 
include all fixed charges, whether pro- 
duction was at maximum or at zero. 
The choice, then lies among three 
alternatives rather than two, as follows: 
l. ~y off all fixed charges (direct cost- 
ing 


2. Include all fixed charges in product cost 
(absorption costing) 


3. Include normal fixed charges in product 
cost and write off any excess due to sub- 
normal production (standard costing) 


It is difficult to discover either theo- 
retical or practical considerations 
which make the first of these pro- 
cedures preferable to the third. 
Apologists for the direct costing ap- 


MARCH, 1954 


proach concede that the exclusion of 
fixed overhead from inventory costs 
is not yet an “accepted method of ac- 
counting,” and with good reason. They 
have injected an occasional suggestion 
that such exclusion was unwarranted 
when it occurred because the account- 
ant once did not know any better but 
that it may be appropriate now that he 
has thought up a more elaborate de- 
fense of his action in valuing inven- 
tories at prime cost plus ‘‘variable” 
expense. 

Perhaps this is intended to be hu- 
morous. It is doubtful that a method 
esteemed wrong when adopted for one 
purpose, can become right when 
adopted for another. Auditors have 
trouble enough with objective meas- 
urements, They can hardly be ex- 
pected to certify to the mental state or 
intellectual attainments of the fellow 
who did the figuring. The question 
is whether the procedure contributes 
to a better understanding of results 
and more constructive management de- 
cisions. Direct-cost inventory valu- 
ation seems unlikely to do so. 


Alternatives to Direct Costing 

Alternatives to direct costing as 
commonly defined, may be stated as 
follows: 


1. Emphasize the marginal income contribu- 
tion of any present or prospective piece 
of business, at any proposed selling 
price, by calculating the excess of the 
additional costs it will entail. 

2. Maintain the data required for such cal- 
culations in the form of detailed reports, 
by cost centers, designed to facilitate 
the quick computation of changes in to- 
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3. Classify expenses as to type and func- ? ‘ 
tion, for all activities, so that the rele- costing philosophy can make an im 


tive fixity or variability of each can be a 
determined for any prospective operating portant contribution to better manage. 


condition or volume level, for each cost ment, while retaining the advantages 


center affected. . 
4. Retain the orthodox practice of absorb- of presently accepted methods of in- 


ing in product costs and inventory values ventory valuation and profit determj- 
only such fixed charge component as is : 
reasonably related to the facility utiliza- mation. 


Convertibility of Direct and Conventional Costing 
by JOSEPH A. MAURIELLO 


Associate Professor of Accounting, New York University 
Graduate School of Business Administration, New York, New York 


Against the background of the principal objectives of cost accounting, 
this article notes that the data required fov each objective may be ob- 
tained by appropriate means from either a diret or conventional system 
of cost accounting. It then examines and refutes some criticisms that 
have been levelled against conventional costing and concludes that 
neither system of costing is inherently superior to the other, but that 
the two methods are complementary. 


GOOD MANY ARTICLES have been |. To arrive at proper inventory values and 
written on direct costing in the properly. 
last few years. The authors have ex- 2. To enable management to control costs, 


: a 3. To provide information upon which to 
pressed Opposing opinions as to base selling prices, where market condi- 


whether direct costing should super- tions are such as to give the company 
some degree of control in this respect 


sede orthodox costing, sometimes 4. To furnish management with data neces 


called absorption costing and here re- sary in making decisions relating to such 
problems as marketing new products, in- 


ferred to as conventional costing. In tensifying = mas» sales effort for 
: certain products and territories, revising 
order to draw proper conclusions as to product’ Hace, ietroduciag leben 


the merits of each type of costing, we mochinary, purchasing =e — 
materials to increase production 
may approach the problem from the and thus decrease labor and manufactur 


point of view of the major objectives je! pega oy ._—— busi- 

¢ Ok ening 18 Oy. Coe For Inventory Valuation and Matching 

mine how well the two types of cost- og Expense with Revenue 

ing achieve these objectives. Regarding the first objective—that 
The principal objectives of any of arriving at proper inventory values 

method of cost accounting are as fol- -—direct costing produces inventory 

lows: values which are restricted to variable 
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tal costs which will result from any major tion reflected in actual manufacturing 
change in the production and sales pat- operations for the period in question, 
a With these modifications, the direct 


thus match expense with related revenue 
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costs to measure the costs of produc- 
tion. Conventional costing produces 
inventory values which consist of vari- 
able costs and such fixed costs as are 
commensurate with the level of pro- 
duction at which the inventories were 
produced. The unit costs in the in- 
ventory consist of the unit variable 
cost as under the direct costing method, 
plus the unit fixed cost at the normal 
or standard capacity level. 

In the opinion of the writer, con- 
ventional costing is superior to direct 
costing in achieving this first objec- 


tive, for the following reasons: 


|. Most of a company's products are usu- 
ally sold at prices which cover full prod- 
uct cost, plus selling and administrative 
expenses, plus normal profit. The inven- 
tory valuation should be consistent with 
the amount which total sales price re- 
serves for the product component. To 
use a partial cost to value inventory, is 
to use a cost incompatible with the mar- 
ket or cash realizable value of the inven- 
tory. The effect is to understate the in- 
ventory and the corporate capital. As pre- 
vious writers have brought out, The Ac- 
counting Research Bulletin No. 43, Com- 
mittee on Accounting Procedure (Ameri- 
can Institute of Accountants, 1953, 
page 29) states that, “the exclusion of 
all overheads from inventory does not 
constitute an accepted accounting pro- 
cedure." 

2. The use of partial cost will thus resuit 
in an improper determination of profit 
or loss for each fiscal period where the 
magnitudes of the beginning and ending 
inventories differ. Even though, through 
coincidence of similar size in these in- 
ventories, the overall profit is not af- 
fected appreciably, the profits and 
losses by individual products and prod- 
uct lines may be distorted in consider- 
able degree. 

. While the tax considerations do not fall 
within the purview of this article, it 
should be noted that a change to in- 
ventories computed on the direct costing 
basis is not, at present, acceptable for 
federal tax purposes. 
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It is, perhaps, only fair to point 
out that with some additional effort, a 
direct costing plan can value inven- 
tories at full cost, i.c., variable cost 
plus fixed cost, as at the end of a 
period through an adjustment proce- 
dure. This is accomplished in several 
steps. The first is to relate fixed costs 
to the normal capacity production level. 
The next is to determine the ratio of 
the actual production level to the nor- 
mal capacity production level. Apply- 
ing this percentage to total fixed costs 
will establish the fixed costs applicable 
to the actual production. This latter 
amount, compared with the actual 
fixed cost, establishes a volume vari- 
ance. (This variance is favorable if 
the fixed cost charged to production 
is greater than the actual fixed cost and 
is unfavorable if the fixed cost charged 
to production is less than the actual.) 

At this point, the fixed cost amount 
applicable to production is allocated 
over the three accounts in which the 
production is located as at the end of 
the period—work in process inventory, 
finished goods inventory, and cost of 
sales and an entry made, based on the 
amounts allocated, debiting work-in- 
process, finished goods inventory, and 
cost of sales, and crediting fixed costs 
control account. This procedure pro- 
duces approximately the same results 
in valuing inventory at the end of the 
year as are obtained under conven- 
tional costing. 
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For Control of Costs 

Control of costs requires a classifi- 
cation of costs in terms of variability 
and fixity in the short run. This two- 
fold division is the essence of direct 
costing. Direct costing treats variable 
costs as product costs and fixed costs 
as period costs. This classification of 
costs as between variable and fixed 
costs attracts certain prospective users 
and repels others. Some companies 
will find the two-fold classification of 
costs satisfactory, whereas others will 
require for their purposes a three-fold 
division of costs—variable, fixed, and 
partly variable. 

Under direct costing, partly variable 
costs are classified as variable or fixed. 
This result is accomplished in one of 
two ways: 


1. Through observation, by which the cost 
item is studied to determine whether it 
is preponderantly variable or preponder- 
antly fixed. The item is then treated as 
being entirely variable or entirely fixed, 
depending on the dominant character- 
istic. 

2. Through use of the scatter diagram, by 
which the costs of the item for a number 
of months are correlated with the pro- 
duction levels for which the costs were 
incurred, to establish a total fixed cost 
amount and a unit variable cost amount. 
These amounts are then presumed to 
apply to any particular production vol- 
ume. 


Conventional costing can aid in con- 
trolling costs as efficiently as direct 
costing. The chart of accounts can 
readily provide for control accounts 
in terms of variable and fixed costs. 
In fact, it is not uncommon for busi- 
ness concerns to apply manufacturing 
expense by means of two rates: a vari- 
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able manufacturing expense rate for 
variable expenses and a fixed manp 
facturing expense rate for fixed 
penses. The fixed costs would go into 
a separate work-in-process account or 
into a single work-in-process account 
so columnarized as to reflect the fixed 
costs separately. This distinction be 
tween variable and fixed costs would 
be retained as the goods are completed 
and sold. The result is a cost of sales 
amount subdivided into variable costs 
and fixed costs. 

Underapplied or overapplied manu. 
facturing expense is subdivided into 
volume (or capacity) variance and 
controllable variance. Such variances, 
in conjunction with the fixed costs in 
the ending work-in-process and fin 
ished goods inventories and in cost of 
sales, will account for the fixed costs 
actually incurred during the fisal 
period. Actual fixed costs incurred 
and fixed costs applied may be broken 
down by products, to establish volume 
variances for each product. 

Also, conventional costing can treat 
partly variable costs in accordance with 
their natural behavior. Instead of tr 
ing to fit partly variable costs into 
either the variable cost or fixed cost 
category, they can be expressed in fler 
ible budgets at the amounts expected 
to be incurred at the various produc 
tion points in the normal range o 
volume. 


For Costs as Related to Sales Prices 
In considering the use of costs ® 
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set selling prices, a number of situa- 
tions must be distinguished. How- 
ever, all of them are characterized by 
the fact that both variable and fixed 
costs must be known. In the situa- 
tion which exists when each competi- 
tor accepts a stable sales price im- 
posed by the market, a knowledge of 
variable costs indicates the degree to 
which the sales price can shrink be- 
fore the product fails to contribute to 
fixed costs generally. There must also 
be known the fixed costs applicable 
to the particular product to establish 
whether the margin between sales 


" ptice and cost is adequate to con- 


tribute to profit. ° 

When a company sells many prod- 
ucts, including some which are used 
as loss leaders, it must know the vari- 
able costs with respect to such loss 
leaders, so that it will obtain sales 
ptices which will at least cover the 
vatiable costs. However, the company 
must also know the total costs—vari- 
able plus fixed—for other products 
which are expected to produce profits. 
It is obvious that, if all products are 
sold for the purpose of covering vari- 
able costs only, the company could 
readily bankrupt itself. 

When the company, during a period 
of temporary distress, characterized by 
insufficient working capital and inade- 
quate sales volume, reduces its price 
to stimulate sales, the variable costs 
for each product must be known, to 
establish the maximum markdown of 
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price, i.e., down to the level of vari- 
able costs. Fixed costs also would have 
to be known for two reasons: 


1. To establish the extent to which they are 
being covered by the excess of sales 
price over variable costs of the product. 


2. To indicate the proper sales price which 
the company should strive to obtain 
upon a return to normal conditions. 


The foregoing observations indicate 
the need under direct costing of the 
following cost classifications: variable 
costs for the product, fixed costs for 
the product, and general fixed costs 
to be borne by all products combined. 
Conventional costing, of course, pro- 
duces complete product costs as a mat- 
ter of routine. . 


For Costs to Aid in Managerial 
Decisions 

With respect to the final objective 
of those mentioned at the start of this 
article—that of furnishing manage- 
ment with data in the form required 
to make proper decisions—direct cost- 
ing is extremely valuable. It auto- 
matically divorces the sunk or ines- 
capable costs from the variable or es- 
capable costs. It permits the prepara- 
tion of an income statement which 
shows the contribution of each prod- 
uct to fixed costs and profit. It facili- 
tates the determination of break-even 
points and assembles the data in the 
form in which it fits into the formulas 
used in profit planning. 

These accomplishments are just as 
possible under conventional costing if 
the pattern referred to earlier in this 
article is followed. The pattern con- 
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sists of assembling the costs incurred 
under separate cost control accounts 
for variable and fixed costs, applying 
fixed costs to production as a separate 
element (the identity of which is re- 
tained throughout in the work-in- 
process, finished goods, and cost of 
sales accounts) and breaking down the 
variable and fixed costs by product 
lines and products. 


Fallacies in Objections to Conventional 
Costing 

Before drawing conclusions, atten- 
tion should be given witheut—a-een- 
sideration to some of the criticisms 
levelled against conventional costing. 
These criticisms, in the opinion of the 
writer, contain ingredients of fallacy 
and do not change the comparative 
analysis presented. In the remainder 
of this section, the criticisms are stated, 
and related comment offered. 

It is said that fixed costs are costs 
of capacity to produce and not costs 
of production. Therefore, they should 
be considered as period costs rather 
than product costs. This contention is 
erroneous. Fixed costs contribute to 
actual production to the extent that 
the capacity to produce is utilized. Un- 
der conventional costing, the fixed 
costs relating to capacity unutilized 
constitute a volume variance. The re- 
mainder of the fixed costs contribute 
to production and, therefore, are prop- 
erly treated as product costs. 

It is also contended that even if 
fixed costs are chargeable to produc- 
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tion in proportion to utilization of 
facilities, the charge to product will 
prove incorrect because of the diff. 
culty in measuring standard utilization 
at the normal capacity level. This com 
tention is mere generalization which is 
subject to rebuttal in many cases where 
cost estimating and budgeting have 
been highly refined. Even where itis 
difficult to establish the normal cape 
city level, sound management requires 
that it be estimated as accurately as is 
practical. Not to compute normal 
capacity is to lose the standard of 
utilization needed for purposes of set 
ting sales prices, valuing inventory, 
and gauging whether fixed costs at 
producing value for the enterprise, 
Estimates exist throughout the entire 
accounting framework. The break 
down of partly variable costs into fixed 
and variable costs, so important under 
direct costing, is a pertinent example 
and indicates that direct costing is not 
free of estimates. 

A further criticism is that conven 
tional costing develop an underab 
sorbed or overabsorbed manufacturing 
expense amount which is not under 
stood by management. If this conten 
tion be true, then cost accountants ait 
poor communicators of their art. The 
underabsorbed or overabsorbed amoutt 
is caused by the failure of fixed cost 
to decrease or increase with changing 
volume, measured from normal cape 
city as a base, and variation of actuil 


expenditures from budgeted expendé 
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tures for the actual operating level. 
These two factors in standard cost ac- 
counting are termed volume variance 
and controllable variance, respectively. 
A memorandum to management, sup- 
ported by simple, hypothetical illustra- 
tions, should make clear the meaning 
and implications of the component 
amounts making up the total under- 
absorbed or overabsorbed amount. 

The final criticism to be considered 
here is that the underabsorbed or over- 
absorbed manufacturing expense 
amounts are computed with reference 
to production rather than sales. This 
* contention points to the fact that sales 
volume may not correspond to produc- 
tion volume. Thus, in a period in 
which beginning inventories are high, 
production may be lower than sales. 
Conversely, if the beginning inven- 
tories are low, production may prove 
higher than sales. In the case of high 
sales and low production volume, the 
large profit from sales is reduced by 
the high underabsorbed manufacturing 
expense caused by the failure of fixed 
costs to decrease with production vol- 
ume. In the converse case of low sales 
and high production volume, the low 
profit from sales is bolstered by the 
overabsorbed manufacturing expense 
caused by the failure of fixed costs to 
increase with production volume. Ob- 
jection to these results is raised on 
the ground that the production level 
is allowed to affect profits unduly. 

In answer to this objection, it may 
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be noted that large underabsorbed or 
overabsorbed amounts should not oc- 
cut if normal capacity is set at the 
volume estimated for the year. If nor- 
mal capacity is set at the volume esti- 
mated for a cycle of a number of years, 
the volume variance of each year 
should be accumulated in a deferred 
account, to appear on the balance sheet 
until the cycle has run its course. The 
favorable volume variance of one year 
is thus permitted to offset the un- 
favorable variance of another year. 
This treatment is logical. A normal 
capacity level based on estimated pro- 
duction for the cycle means an average 
annual production volume which is 
expected to differ from the actual pro- 
duction for each year. Accordingly, 
the volume variances each year are 
realistic only with relation to the 
cycle. 

If the company sets normal capacity 
on the basis of the cycle and also sets 
a standard production volume for each 
year, two volume variances should be 
determined. The first is a variance 
caused by the difference between the 
cyclical average and the standard for 
the year. This variance should be de- 
ferred each year until the cycle is com- 
pleted. The second is a variance caused 
by the difference between the standard 
production for the year and the actual 
production for the year. This volume 
variance should affect profit and loss 
of the current year. 

It should thus be clear that, even if 
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substantial volume variances are not 
prevented, the criticism is hardly valid. 
If it is conceded that losses and gains 
can result from insufficient or above- 
normal utilization of fixed facilities, 
such losses and gains should be re- 
flected in the period of utilization, ir- 
respective of the period in which the 
goods produced through utilization 
are sold. It is a simple matter to seg- 
regate such gains and losses on the in- 
come statement, so that they are not 
confused with profits and losses from 
sales. However, if management can- 
not see the logic of this position, the 
accountant can identify the volume 
variance with ending inventories and 
sales. Then, only such part of the 
variance as relates to sales of the cur- 
rent year is allowed to affect the cur- 
rent year’s profit and loss. The re- 
mainder, allocable to inventories, will 
be deferred until the inventories are 
sold. 


No Conflict Between Direct Costing 
and Conventional Costing 


The comparison of direct costing 
and conventional costing, which has 
occupied the body of this article, in- 
dicates that conventional costing is in- 
terchangeable with direct costing. Each 
type of costing can be adjusted to the 
other to produce the results which 
management desires, either for the 
books of account or for separate sta- 
tistical and profit analyses. Which is 





to be paramount in the accounts must 
be governed by the circumstances, If 
direct costing is employed on the 
books, appropriate adjusting entries 
must be made at the end of the period 
to allocate the proper portion of fixed 
costs to ending inventories. If con 
ventional costing is employed on the 
books, the variable and fixed costs 
must be assembled and arranged to fit 
the analyses made outside the records, 
To say that one type of costing is 
superior to the other, presumes the 
existence of an issue when there i 
none. What appears to be an issue 
between two cost systems is, in reality, 
a recognition of the need for dis 
tinguishing between variable and fixed 
costs. Ingenuity in the use of both 
types of costing will disclose a high 
degree of fluidity and interchange 
ability. Each type possesses desirable 
features which the other lacks. Ya 
each type can be so controlled and reg 
ulated as to produce the results of 
the other, without losing the advam 
tages inherent in the particular type 
It cannot be stressed too much thi 
the use of either direct costing or com 
ventional costing is a matter of choice 
for the particular situation, rather tha 
of innate superiority of one over tht 
other. One who installs either type 
of system should keep in mind the 
need for flexibility, so that adjustment 
can be made readily to achieve the a 
complishments of the other type. 
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inaccuracies of Direct Costing 


by JOHN W. LUDWIG 


Assistant Comptroller, Monsanto Chemical Company, St. Louis, Missouri 


This article reports a study in the chemical industry (to which direct 
costing was early applied) in which it failed to pass muster. The more 
general basis for this result is the conclusion that absorption costing, 
properly carried out, affords all the information which can be obtained 
from direct costing and that the reverse is not the case. In addition, 
issue is taken with the stand (among others) of direct cost proponents 
that a satisfactory segregation of all costs between fixed and variable 


can be obtained. 


in PROPONENTS OF DIRECT COST- 
ING contend that it corrects and 


. avoids the fallibility and confusion 


which they ascribe to absorption or 
conventional accounting procedures, in 
that it recognized the nature of costs 
and the significance of their behavior 
by the separation of fixed and variable 
clements of cost. In particular, direct 
costing is claimed to provide manage- 
ment with more information about 
cost-volume-profit relationships, pre- 
senting this information in a form 
readily understandable by management 
at all levels. It is also said that, while 
most of the sarne facts can be obtained 
by statistical analyses prepared to sup- 
plement accounting reports in conven- 
tional form, direct costing fields the 
desired results without additional an- 
alysis. 

However, the many and somewhat 
varied articles on the subject indicate 
that the advocates of direct costing are 
not in agreement in their concepts of 
the methods or practices to be em- 
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ployed to segregate costs under the 
plan. In fact, the only apparent pur- 
pose of the plan is the arbitrary segre- 
gation of costs betwen fixed and fully 
variable categories to arrive at a de- 
sired form of income statement. It 
ignores the existence of cost elements 
which cannot accurately be classified 
or segregated as either fixed or fully 
variable or, if they are recognized, 
they are passed off as inconsequential. 

In order fairly to evaluate the 
claims made by the proponents of di- 
rect costing, a study was made by ap- 
plication of direct cost concepts ‘to the 
production cost plan of a company 
which has been using absorption cost 
methods for many years. The com- 
pany has plants at widely separated 
locations, with various types of manu- 
facturing operations, including con- 
tinuous processes in closed systems, 
electric furnaces, batch processes, ex- 
tractions and blending. In addition to 
quantities shipped from producing 
plants as customer sales, quantities of 
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products are transferred between 
plants as well as betwen production 
departments within the several plants, 
for further processing to end products. 

Standard costs, with variable cost 
standards established at significant pro- 
duction levels including the normal 
capacity rate of operation, are em- 
ployed, with allocation of cost and ex- 
penses to production accounts on func- 
tional or use bases, absorbing all costs 
in current accounting periods. 

The study disclosed that, with the 
exception of several minor manual op- 
erations, direct conversion costs were 
either constant or semi-variable. In 
attempting to segregate the semi-vari- 
able costs between constant and fully 
variable elements, it was found that 
the excess above the calculated con- 
stant amounts, when charted against 
production quantities, produced series 
of sharp angles, instead of continuous 
lines, indicating a difficulty in consid- 
ering any portion of these cost cate- 
gories as directly variable. 


Inconstancy of Semi-variables: 
Packaging Costs, Production Wages 


One example of this is packaging 
costs. According to one definition of 
direct costing, packaging costs are di- 
rectly variable with the quantities of 
goods to be produced. It is true that 
such product lines as packaged foods 
and household accessories are marketed 
in standard packages, but it is also 
true that cosmetic and specific remedy 
lines advertize trial and economy sizes. 
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The study referred to disclosed that § “ it 
liquid and crystalline products age appl 
shipped in railroad tank cars, metal 
drums of various types and capacities 
and in glass containers. These con. 
tainers are returnable and remain the 
property of the seller while in the cus 
tody of customers. The maintenance 
and filling costs are packaging costs 
against the products contained and the a’ 





costs per unit of product of the small. ” : 
est package is many times that of the am 
largest container. Dry products in  * 

the st 
powdered, granular or other forms ar in 
packed in wood, fibre and metal com , 
tainers of various types and capacities J _ 
from approximately four hundred al 


pounds to one ounce, to meet customer packs 
demand. Products vary as to specific For 
gravity, so that a standard size pace 
age will contain different weights for § hours 
volume, according to the specific gram 9 forme. 
ity of the product contained. Quantk § by re 
ties of goods sold in the various sizes § autom 
and types of containers in any account § labor 

ing period are not proportionately com § the pr 
stant from one period to the next @ Pipe I 
relation to the total quantities sod § 8 ** 





On these considerations, it is apparett mm ¢ 
that packaging costs cannot be di te i 
variable with quantities of os 
sold. In view of these factual 2m 
tions, the unqualified statement sitio 
some direct cost proponents that ating 
aging costs are directly variable ) ho 
quantities of goods to be produced = 
: Ir 


cannot be accepted. It turns out 
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applied to this case. 

Another instance is production 
wages. Generally, two types of oper- 
ation are employed in the company in 
question. These are continuous proc- 
esses for mineral acids and gases and 
batch operations for other products. 
According to the direct cost concept, 
portions of the wage costs of these 
two types of operations would be con- 
sidered as constant, and the remainder 
a variable but, as illustrated below, if 
the segregation were made, the excess 
above the amounts considered to be 


. constant, would not be directly vari- 


able with quantities of goods pro- 
duced, any more than in the case of 
packaging. 

For the continuous processes, the 
equipment is operated twenty-four 
hours a day. The operations are per- 
formed in closed systems controlled 
by recording instruments and other 
automatic devices. The production 
labor forces neither see nor handle 
the products as they are transported in 
pipe lines for use in further process- 
ing and loading into railroad tank cars 
and other containers for shipment. 
The labor complement is fairly con- 
stant for normal operating conditions, 
regardless of output, with occasional 
additions for unusual conditions re- 
sulting from weather and atmospheric 
changes and when the processes are 
extended to produce at higher levels. 

For batch operations, equipment is 
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installed to manufacture individual 
products, or related groups of prod- 
ucts alternately, with established pro- 
ductive capacities per batch, usually 
consisting of more than ome conver- 
sion unit, to permit operation at vari- 
ous levels as required. Operation of 
one conversion unit will require a 
fairly constant labor force on the first, 
or day, shift, when the processes are 
started, with reduced personnel on the 
second and third shifts. When addi- 
tional units are activated, the labor 
forces will be increased, but not neces- 
sarily to the extent required for an in- 
itial unit, as there are certain func- 
tions which are common and would 
not be duplicated. 

For the continuous processes, the 
excess of wages over the considered 
constant amounts would be small at 
low or intermediate levels and would 
increase sharply at high levels. For 
the batch processes, the excess over 
amounts considered constant, when 
charted, would be represented by sharp 
angles and not as continuous lines, to 
reflect the unit costs at the various pro- 
duction levels. Under direct costing, 
the constant amounts would be ex- 
cluded from product costs and inven- 
tories and the excess over constant 
amounts would arbitrarily be included 
in costs as directly variable with pro- 
duction quantities, contrary to the ac- 
tual facts. Moreover, any plan which 
requires for its purposes, a fictitious 
segregation and exclusion of any part 
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of labor or other direct conversion 
expenses from product costs cannot be 
in accordance with factual conditions 
or sound accounting principles. 


Inconstancy of Semi-variables: 
Utilities, Repairs 


Steam or gas is used in processes 
where heating is required in the con- 
version of materials to products. Water 
or refrigeration is ysed in processes, 
for rapid cooling of liquids to induce 
crystallization of products. This use is 
comparable to the use of steam or gas. 
The initial consumption, to develop 
the desired temperatures in the reac- 
tion vessels, would be considered as 
constant under direct costing, and the 
additional quantities consumed to 
maintain temperatures would be vari- 
able. The behavior of these cost ele- 
ments follows the same pattern as for 
wages and they should be subjected to 
the same treatment in the costing of 
products. 

Equipment repairs and maintenance 
constitutes an important element of 
cost, particularly in manufacturing op- 
erations which are largely or wholly 
mechanized and require large capital 
investments. Preventive maintenance 
includes the tightening and adjusting 
of moving parts, replacement of fit- 
tings, etc., and is a continuous per- 
formance. Repairs of minor conse- 
quence are also made at frequent inter- 
vals as required. However, repairs of 
major importance are not made within 
definite elapsed periods. Certain re- 
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pairs may have to be made several 
times during one year, while others 
may not be required for several years. 
The necessity for repairs to equipment 
is caused by productive operations in 
advance of the period in which the 
repairs are actually made. Hence, wide 
fluctuations occur in repair costs for 
monthly and annual periods. 

Engineering studies have shown that 
repair costs increase, through greater 
frequency, when production is main- 
tained at high levels but not in direc 
relation to the increased quantities of 
goods produced. This semivariable 
characteristic is reflected in the vari 
able cost standards used in the com 
pany’s cost plan, but under direct cost 
ing, the segregation between fixed and 
variable would be made by use ofa 
scatter chart or by classifying repair 
costs as fully variable with production, 
contrary to actual behavior. 


Depreciation a True Production Cost 

The advocates of direct costing co 
tend that depreciation and other cost 
associated with productive facilities, 
which are provided and kept in read 
ness without regard to the current & 
tual volume, are fixed costs to k 
charged against gross profit from sales 
Here, it must be insisted that i 
thinking should be carried furthe. 
The purpose of every business enitt 
prise is to make and sell goods ats 
profit. To accomplish this purpét 
the materials, men, and machinen 
necessary for the manufacture @ 
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goods, must be provided and co-ordi- 
nated. Production is possible only 
when these three elements are em- 
ployed in combination, but this cer- 
tainly does not mean that these costs 
are all period costs. Is it not clear 
that the segregation and exclusion of 
depreciation from product and inven- 
tory costs is inconsistent, if repairs 
which are complementary as costs asso- 
cated with equipment, are considered 
to be direct production costs? 

Of course, facilities merely kept in 
readiness to produce are inactive and 
should, with proper protection from 
contact with the elements, have a 
long life and consequent low depreci- 
ation charges im current accounting 
periods. It is agreed that these charges 
should be against profit and loss as 
idle facility expense. However, facil- 
ities actively employed in manufacture 
cannot be said merely to be kept in 
readiness to produce. Their useful life 
is determined by the degree of wear 
and deterioration imposed by the na- 
ture and quantity of goods expected to 
be produced during such useful life. 
In order to recover the “capital” in- 
vested in these facilities, amounts are 
induded in the manufacturing costs, 
currently, either on the basis of the 
quantity of goods produced, the oper- 
ating time (machine hours) or by 
monthly apportionment during the ex- 
pected useful life. The latter method 
is generally used but does not justify 


regarding depreciation as a period or 
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fixed cost. If the first or second meth- 
ods were used, depreciation would 
have to be considered, even under di- 
rect costing, variable with the quan- 
tities of goods produced and includ- 
able in production and inventory costs. 
The method of allocation should not 
influence the nature of depreciation in 
costs. 

Another point is connected with ad- 
vance in technology. With the con- 
stant progressive increases in wage 
rates, management must find ways to 
reduce production costs by the substi- 
tution of mechanical installations for 
manual operations, whenever cost sav- 
ings can be effected in this way. Un- 
der the direct cost plan, the wage costs 
of the manual operation would be in- 
cluded as product and inventory costs. 
The change to the mechanical opera- 
tion would relieve the product and in- 
ventory costs of the wages of the 
manual operation but the costs asso- 
ciated with the new equipment would 
be excluded and charged against gross 
profit from sales. The true cost reduc- 
tion would not be shown or identified 
with the product concerned. 


Income Statement 

A company’s income statement re- 
ports the net profit for the period 
under review, as resulting from all 
sources of income and offset by all 
items of cost and expense for all oper- 
ations and functions of the company. 
Although profit is not unnaturally re- 
garded as flowing from sale of the 
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company’s products to its customers, it 
must also be realized that the net in- 
come may be augmented or decreased 
by the degree of activity or efficiency 
of operation of the manfacturing, pro- 
curement, legal, administrative and 
other departments of the business. 

However, at least some proponents 
of the direct cost plan consider the in- 
come statement to be a “profit from 
sales” report only, as evidenced by the 
following excerpt from the article on 
direct costs printed in the October 
1948 issue of The Controller:* 

“It is easy to imagine the difficulties 
encountered by the officers of some 
manufacturing companies when they 
try to answer a crusty director of the 
old school, who talks like this: 

“Do you mean to tell me that with 


sales up thirty per cent we actually 
made less money than we earned last 


quarter ? 
“Under orthodox standard cost ac- 
counting the answer, if reasonably 


truthful, would have to be something 
like this: 

“Well, a big unabsorbed overhead 
charge accounts for that, which means 
that we really get accounting for pro- 


duction all messed up with accounting: 


for sales in our profit and loss state- 
ment, and we can’t do anything about it 
because our accounting is conducted ac- 
cording to Hoyle, and Hoyle says he 
planned it that way! Just sit tight and 
if things work out all right during the 
year, you will see a nice profit showing 
up!” 


The practice which produces over- or 
underabsorbed burden results from 
the allocation of overhead expenses to 
product costs by the use of a fixed 





rate per unit of product, based on an 
estimated production volume. A good 
result from this is at best only a fond 
hope. The application of an estab 
lished rate per unit of product to what 
are considered fixed costs, treats these 
costs as directly variable with produc 
tion. This is inconsistent, as the 
expenses cannot be both fixed and 
variable. Actual production rarely, if 
ever, coincides with the estimated 
product volume used to obtain this 
burden rate to determine the amounts 
absorbed in costs. Hence the differ 
ences, either over or less than actual 
current costs (explainable only % 
errors in estimation of volume) have 
had to be shown against gross profit 
from sales. 

However, the direct cost advocates 
take what is, perhaps, the wrong way 
out. Instead of making correction by 
allocation according to function or use 
of the elements of cost, using normal 
productive capacities as the base, the 
advocates of direct costs claim to have 
eliminated the estimating of produd 
volume and also over and under 
absorbed burden, by substitution of 
their plan. Direct costing depends e 
tirely upon the segregation of all prot 
uct costs into fixed and fully variable 
with arbitrary classification of costs 
which do not fall within these &¥ 
categories. It is hence, as contended 


throughout this paper, as susceptible 
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to error as the method responsible for 
over- and underabsorbed burden. 

The evasive answer given the direc- 
tor, as suggested in the article quoted 
above, indicates that the income state- 
ment in question was submitted with- 
out explanatory comment and was, 
therefore, merely a sheet of paper filled 
with figures set opposite appropriate 
captions. Any accounting official, to 
completely perform his duties, will 
analyze the income statement and sub- 
mit it with comments, including com- 
parisons with previous and cumulative 
periods or a budget, or both, and 


r segregate the variance in profits as to 


the amounts due to sales volume, 
prices, and mix, cost of goods sold for 
the same factors, cost variances as to 
performance, material prices, unused 
capacity, and idle facilities not retired, 
etc. He will also analyze selling, re- 
search and the individual functions 
included in administrative expenses, 
enumerating the important items and 
indicating whether they are temporary 
or reflect trends. An income statement 
submitted in this manner will be com- 
pletely informative, regardless of the 
accounting plan used. 

It has been said that direct costing 
highlights the total dollars of “fixed 
expense” in the income statement and 
internal profit and loss reports, infor- 
mation of extreme value to general 
and sales managers to effect reductions 
and secure closer control of operating 
schedules. This is really hardly the 
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case. Fixed expense developed by 
direct costing concepts is loaded, in 
addition to the continuing expenses, 
with constant direct costs which are 
incurred only with productive activity. 
As the total of fixed expense is affected 
by the degree of activity or inactivity 
of manufacturing operations and the 
varying amounts of constant direct 
production costs contributed by indi- 
vidual products, a stable basis for com- 
parison with sales volume to determine 
the amount of these expenses to be 
recovered in forward periods, is not 
available without detailed analysis of 
current expenses. 

Fixed expenses are charges for the 
particular period under review, but 
sales may be either greater or less than 
the production volume or capacity for 
the same period. Without correction 
of the two factors to a common period 
basis, reliable comparison for informa- 
tive purposes cannot be attained. Under 
an adequate accounting plan employing 
variable standard costs, with alloca- 
tions of costs and expenses according 
to function or use, and supported by 
comments and pertinent supplementary 
schedules to provide full information 
for control and policy decisions, results 
of plant operations are reflected in the 
income statement as production cost 
variances and idle facilities expenses. 
This information is not available in 
the direct cost form of income state- 
ment. 








More Serviceable Break-Even Volumes 
With Absorption Costing 


Proponents of direct costing make a 
point of the ease with which the sales 
volume required to absorb all fixed 
costs is determined from their form of 
profit and loss statement. On the con- 
trary, it may well be contended that the 
inaccuracies resulting from estimates 
and judgments employed in classifica- 
tion of costs and expenses between 
fixed and fully variable, cast consider- 
able doubt on the value of the infor- 
mation obtained. Also, the apparent 
break-even volume represents the cur- 
rent period and only the sales mix and 
merchandising margin on which the 
calculation is made. Increases and de- 
creases in either high- or low-profit 
products constituting sales volume, will 
change the related merchandising mar- 
gin and break-even volume. Reduction 
of low-margin products in proportion 
to total sales will result in a lower dol- 
lar sales volume and, conversely the 
reduction of high-margin products in 
proportion to total sales will increase 
the dollar sales volume at the break- 
even point. 

Break-even sales volume and product 
quantity volumes, including quantities 
of products used as intermediates to 
further processing to secondary prod- 
ucts, are determined under an adequate 
absorption cost plan, from variable 
cost standards containing all elements 
of cost. These are allocated on func- 
tion or use bases which, by differences 
between two selected production levels, 
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reflect the amount of variability of 
each cost element and the total variable 
and constant costs. These break-eveg 
volumes are effective until distinctive 
changes in prices, costs or productive 
capacity occur, and afford the further 
assurance that the basic factors, and 
the results are reasonably accurate, 


Direct Costing No Help With 
Intermediate Products 


As has been stated, in the case of 
the company here used for illustration, 
portions of quantities of salable prod. 
ucts are transferred to plants other 
than the producing plants, as well a 
between production departments with 
in plants, for use in further processing 
to secondary products. End-produds 
may result from two to ten manufac 
turing operations. These transfers of 
intermediate products are made at im 
ventory standard cost values, which, 
according to absorption cost practice, 
include all elements of cost. Conse 
quently, the secondary and end prod 
ucts are also fully costed. Accurate 
values for the setting of selling prices 
and other purposes, are assured. The 
constant and continuing costs in thes 
products, which would be excluded 
and charged to gross profit from sales 
under direct cost concepts, vary from 
less than five per cent to more thas 
thirty per cent of total costs for inde 
vidual products. The exclusion of 
these costs from intermediate products, 
especially those transferred betwee 
plants, would be reflected as further 
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reductions in costs of secondary or end 
products. The understated product 
costs could not be used as the basis for 
setting sales prices without suffering 
losses in profits. 

One writer on the subject of direct 
costs advocates the allocation of the 
constant and fixed costs to products on 
the basis of production credits (raw 
materials plus fully variable costs), 
using an average of a moving twelve 
months period. Use of this method, as 
determined in the presént study, would 
result in the assignment of approxi- 
mately nine per cent of materials and 


r fully variable costs to sales quantities 


of all products. This practice cannot, 
under any circumstances, be considered 
to be sound or accurate accounting. 
Another writer on direct costs, discuss- 
ing the problem of allocating fixed 
expense to product lines, states that 
bases of allocation must be developed, 
expressed in the term which best re- 
flects activity. 

Statements like these are clear ad- 
missions that vital information, devel- 
oped as normal procedure under 
adequate absorption costing, is not 
available under the direct cost plan 
and must be obtained by making addi- 
tional cost distributions. 

Experience has shown that all ac- 
counting records have a greater degree 
of accuracy and flexibility when prop- 
erly made from prime sources and that 
less time and effort are required to 
perform the distribution operations as 
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a part of the initial accounting than are 
necessary with the complicated task of 
progressive calculations through suc- 
cessive processing operations. 


Direct Costing Not Best for Managerial 
Uses or Inventory Prices 

Executive management must make 
decisions as to the most economical and 
practical locations for expansion and 
new facilities to manufacture products. 
Intelligent decisions in this area de- 
pend upon accurate and complete 
knowledge of the availability and cost 
of materials, labor, utilities (purchased 
or self-produced), tax assessments and 
rates, insurance coverage, equipment 
and plant construction, and other ele- 
ments of cost, compared with full 
product costs for present operations of 
the same or similar products. When 
making the surveys required to furnish 
comparative construction and manufac- 
turing costs at the selected locations, 
engineers must have full cost informa- 
tion, as accurately stated as possible. 
Direct costing, with its arbitrary and 
questionable segregations and exclu- 
sion of constant and continuing ex- 
penses from product costs, would be 
of no value for this purpose. 

Production supervisors require com- 
plete and accurate information of costs 
for control purposes and for reporting 
on the actual operating results as com- 
pared with standard. Cost reports 
developed under an adequate absorp- 
tion cost plan, employing variable 
standards, will show actual, standard 
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and variance for each material and cost 
element, in total amount for each item 
(none segregated or partly or wholly 
excluded), so that factual reports of 
the operations can be submitted to 
management. The supervisors are not 
interested or concerned in segregations 
of costs to effect certain accounting 
practices. They must have the full 
amounts of wages, repairs and other 
costs chargeable to the respective 
products, to make intelligent compari- 
sons, regardless of the classifications 
assigned for other uses. When making 
requests for equipment or process 
changes they must know and advise 
management of the effect on costs of 
expected economies or other advan- 
tages to justify the expenditures. An 
accounting plan fails in its purpose 
when it does not provide cost infor- 
mation in this form as normal pro- 
cedure. 

Research directors use the product 
costs for guidance in making recom- 
mendations to management concerning 
the profits or other advantages expected 
from projected new products or process 
improvements. They require complete 
factual information as the base for 
their conclusions. Direct costing would 
not make the necessary information 
immediately available. 

Moreover, provision of information 
relating to cost-volume-profit relation- 
ships for profit planning, the setting 
of selling prices and relative profitabil- 
ity of products—this is said to be the 
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strong point of direct costing—jg 
readily obtained from the absorption 
cost plan surveyed in this study. For 
example, in instances in which two or 
more products, as alternatives, can be 
manufactured on the same equipment, 
but with different production rates, it 
is necessary to know the unit costs 
represented by the constant and com 
tinuing expenses of the department, to 
determine which of the products best 
utilizes the facilities in relation to sales 
and profit. Direct costing excludes 
these constant and continuing costs 
from product cost. The information 
can only be obtained by resorting to 
absorption costing. 

Inventory values are understated um 
der direct costing by the exclusion of 
constant and continuing costs as @ 
natural by-product of the segregation 
concept on which direct costing is 
based. To justify the understatement 
of inventories, claim is made that im 
ventory policy decisions and the effed 
of changes in inventories can be better 
determined as the book values closely 
approximate current cash outlay of 
out-of-pocket cost. This claim cannot 
be successfully defended when portions 
of constant direct production costs 
which are definitely current cash out 
lays, are excluded and charged against 
gross profit from sales. 


Not All It Is Said to Be 

In summary, the study on which this 
article has relied, made by application 
of the concepts of direct costing to 


N.A.C.A. BULLETIN 








com 
ords 


cost 
whic 
advc 
Und 
cost 

and 

arati 


dude 


venti 
duce 


the to 
item 0 
is the | 
volum 


MARC 








. For 
Wo of 


an be 


tes, it 
- Costs 
1 con. 
ent, to 
S best 
) sales 
cludes 


ing to 


ed un 
ion of 
as a 


ing is 
ement 
vat ine 


Bibs SEs 


g 


ch this 


catia 


ing 
_ETIN 





manufacturing accounts, together with 
comparison of the results with the rec- 
ords and information provided by an 
established absorption or conventional 
cost plan, indicates a number of things 
which, by no means confirm what the 
advocates of direct costing contend. 
Under absorption costing, production 
cost accounts and cost reports, standard 
and actual, provide the basis for prep- 
aration of all formal information, 
statements, or special studies, to in- 
dude full costs, material costs, or direct 
costs, as desired. Absorption or con- 
ventional cost accounting does not pro- 
duce the form of income statement 
featured under the direct cost plan but 
does make information available which 
has the assurance of accuracy and re- 
ports the results of all phases of the 
company’s operations. 

Absorption or conventional cost ac- 
counting does not result in the under- 
valuation of inventories by the exclu- 
sion of constant direct costs created by 
productive activity, and of continuing 
expenses applying to quantities of 
product manufactured, as does direct 
costing, nor is absorption costing re- 
sponsible for the inclusion, in the 
income statement, of “fixed costs” con- 
sisting of portions of direct production 
costs, considered to be constant, and 
the total of continuing expenses. In- 
stead, under absorption costing, an 
item of cost variances is created, which 
is the total of efficiency, material price, 
volume and idle facility variances for 
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individual products and is supported 
by a supplementary schedule with ex- 
planatory comment—information of 
great value to executive and operating 
management for control of plant op- 
erations. 

It is said that costs must be segre- 
gated. between fixed and variable to 
conform with direct cost procedure, 
that the separation cannot be com- 
pletely accurate, but that the area of 
uncertainty can be reduced to a point 
where the uncertainty is not significant. 
However, numerous tests made in the 
study comparing direct costs with ab- 
sorption or conventional cost pro- 
cedures showed that neither the con- 
stant nor variable components of direct 
production costs could be determined 
with certainty but were subject to 
guess-work and arbitrary decisions. As 
production wages, salaries, utilities, re- 
pairs and other important cost elements 
are involved, the uncertainty or inac- 
curacy can be very important. These 
inaccuracies created in segregation are 
present in the income statement, inven- 
tory valuations and all other informa- 
tion reports and special studies subse- 
quently made. 

Again, it is said that direct costing 
eliminates over- and underabsorbed 
burden, as well as the necessity for 
fixing production volumes to determine 
a rate to apply to actual production to 
absorb burden charges. It is pointed 
out that production volumes derived 
from estimates or budgets cannot pro- 
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duce accurate costs and, that correction 
can be made by the use of normal pro- 
ductive capacities of equipment, with 
allocation of costs and expenses in 
current accounting periods on func- 
tional or use bases. On this entire 
point, it is proper to say that direct 
costing eliminates over- or underab- 
sorbed burden, as such, but does not 
eliminate the inaccuracies. It merely 
changes the method by which they are 
created. As previously illustrated, the 
inaccuracies of direct costing are hid- 
den in progressive accounting and can, 
therefore, influence profits through 
erroneous costs. 

Proponents of direct costing admit 
that the plan does not provide com- 
plete cost accounting. They concede 
that bases of allocation of fixed costs 
must be developed, expressed in the 
term which best reflects activity, and 


also, that the varying impact of fixed 
expenses on production costs must be 
reflected. On the other hand, an ade 
quate absorption or conventional cost 
accounting methods constitutes a com 
plete plan. Direct costing is admitted 
to be incomplete and requires absorp. 
tion costing to cover its deficiencies 
The wisdom or purpose of using 4 
dual system or accepting the admitted 
and proven inaccuracies and deficien. 
cies of direct costing is questionable 

The choice as to the type of account 
ing to be used must rest on the com 
parative serviceability of the resulting 
figures to properly record and refled 
the transactions of the particular bus 
ness. Extreme care should be exercised, 
so that the decisions reached will fob 
low the dictates of sound accounting 
rather than expediency. 


N.A.C.A. BULLED 
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A DIRECT COSTING SYSTEM 
ELIMINATING ALL BURDEN 


Editor, N.A.C.A. Bulletin: 

THE DIRECT COST SYSTEM, which excludes 
period or “fixed costs includes three ele- 
ments in inventories: (1) direct material, 
(2) direct labor and (3) direct or “‘vari- 
ble” burden. Our system at Rayette is un- 
usual in that it includes only direct mate- 
rials and labor, and does not apply any 
burden, fixed or variable, to inventories 
or direct cost of sales. 

Rayette, Inc., converted to the direct 
cost system as of January 1, 1953. Most 
of the so-called problems in converting to 
direct costs just did not materialize. Fixed 
burden was removed from the beginning 
inventory and placed in a reserve account, 
which will be adjusted and returned to in- 
yentory at the end of the year for prepa- 
ration of income tax returns and certified 
statements. Monthly financial statements 
were revised to show a clear segregation 
of variable costs and fixed expense. The 
problem of distinguishing between fixed 
and variable items of burden, which once 
loomed as our most formidable obstacle, 
was resolved easily. 

From the outset, we decided to classify 
burden expenses as either fixed or variable, 
making no provision for semivariables. 
This decision was made after an analysis 
of most of our “semivariable” expenses 
showed no significant changes at different 
levels of production. Having relegated to 
the fixed category all items such as rent 
and depreciation and most of the so-called 
semivariables, we turned our attention to 
the remaining class, the variable burden 
items, 

These items largely vanish through 
change of classification. Fringe benefits on 
direct labor, which amount to over twenty 
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per cent of base pay, accounted for the 
greater part of variable burden. To take 
care of it, we increased our direct labor 
standards to include this item. The only 
remaining variable expenses of any conse- 
quence were direct supplies. Raw material 
code numbers were assigned to the largest 
of these items and they were included in 
the standard cost of direct materials. By 
the time we summarized the remaining 
items of variable burden and began to com- 
pute variable standard burden costs by 
units of production, the amounts of these 
costs were so small that they appeared 
ridiculous. It was immediately apparent 
that the expense of maintaining a system 
for applying so small a standard cost was 
prohibitive, when compared with the bene- 
fits, if any, to be derived from considering 
it a separate component of cost. What, 
then, should we do with these items? 

To classify them as fixed expense seemed 
m direct violation of all rules of theory, 
but the amount involved was not material. 
So we took the step. On the premise that 
good practice is good theory, we eliminated 
the variable burden category and charged 
the remaining items to fixed expense. As 
the proof of the pudding is in the eating, 
the test of our system was “how fixed are 
our fixed costs?” The results wee grati- 
fying. For the first six months during 
which our system was in effect, the larg- 
est monthly fluctuation of fixed expense 
was less than one per cent of sales. En- 
couraged by these results, we checked with 
N.A.C.A. National Headquarters and 
found that other companies had arrived 
at the same decision. Although this meant 
that we could not claim the distinction of 
being sole pioneers of a new method, we 
were encouraged to learn that we did not 
stand alone with an “orphan” system. 


RALPH W. SAUBER, Twin Cities Chapter 
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DIRECT COSTING AND THE 
ECONOMICS OF PROCESS 
SUBSTITUTION 


Editor, N.A.C.A. Bulletin: 

WHILE THE SUBJECT OF DIRECT COSTING 
is attracting great interest from many 
sources and applications of the method 
seem to be growing more numerous, there 
are many accountants who disagree with it. 
Although some of its defects and inconsist- 
encies have been pointed out, it seems to 
me that N. A.C. A. Research Bulletin No. 
23 failed to answer the objections fully and 
satisfactorily. 

Direct costing, as I understand it, is a 
general term applied to two different steps, 
the first of which is independent of the 
second but an essential prelude to it. The 
first step is the segregation of overhead 
costs between those which are variable or 
partly variable with production volume and 
those which arise from the fact of a com- 
pany’s being in business and having the 
capacity to produce. These latter are usu- 
ally designated as period costs because 
they accumulate by intervals of time, rather 
than by the rate of utilization of facilities. 
The second step is the application of vol- 
ume costs to inventory and the charge-off 
of period costs to profit and loss of the 
period. 

Questions may be raised as to the feas- 
ibility of making this cost segregation with 
practical accuracy and as to the practical 
value of the segregation. Objection also 
may be raised to an unwarranted impli- 
cation that period costs are not control- 
lable, since they are a function of time 
and are charged off accordingly. The time 
interval is only one determinant of these 
costs. The other is the rate of spending 
per period. Control may often be more 
readily exercised over this, as related to 
period costs, than over volume costs, no- 
tably direct labor and materials. However, 
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there can be no valid objection to the seg 
regation of overhead on the basis of varig. 
bility, regardless of the significance a 
tached to the result. The real and vali 
objection, in my opinion, is the one whid 
may be raised against charging off period 
costs currently, instead of apportioning 
them to inventory at a separate loading 
rate. 

In this letter, I want to emphasize on 
important point which I believe has nag 
been brought out. The cost aim in mane 
facturing has been to achieve over-all min 
imum cost. To this end, processes am 
mechanized and automatized, with the m 
sult that labor costs are replaced by period 
costs arising from depreciation, taxes, and 
insurance on increased investment. Henc 
one class of costs may be substituted for 
another. 7 

If we replace a manual operation com 
ing $150,000 per year with machines com 
ing $100,000 per year resulting in a og 
savings of $50,000 per year, do we redum 
the cost of inventroy by $50,000, or by the 
gross savings of $150,000? According 
proponents of the second step in died 
costing, it is the latter. That is an & 
surdity. Worse, if volume subsequently 
drops so that the labor saved is only $75; 
000, fixed costs may remain at $100,000 
Then we have a net increase in costs. But 
inventory would still be reported on i 
basis of $75,000 below the absorption cot 
amount. No, I have not neglected 
consider the cost of idle capacity. Thit 
might determine how much of the periol 
costs should be included in inventory. Up 
der the second step in direct costing, @ 
period costs are included in inventory. 

Gross margin above fixed costs am 
profits is a very important figure on whit 
many of management's policies will ke 
based. I would not obscure it by neglet 
ing to take the first step in direct costing 
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But it is not dependent in any way on the 
second step, which conceals full inventory 
cost by charging period costs off to profit 
and loss. The effect of the policy of 
mechanization can be evaluated only by 
including the substitute costs (period 


costs, in place of variable costs) in the 
costs of the product. If these period costs 
are distributed as a separate component, 
all usable data will be reported and inven- 
tory valuation will not be distorted. 


ALWYN M. HARTOGENSIS, Paterson Chapter 


DIRECT COSTING VS. SEASONAL 
OPERATIONS, VARYING PRODUCT 
UTILIZATION OF EQUIPMENT 


Editor, N.A.C.A. Bulletin: 

N. A.C. A. RESEARCH BULLETIN #23 gave 
a very thorough presentation of the ad- 
vantages of direct costing. However, it 
seems that these advantages might not be 
fully realized in certain cases. An example 
is a business subject to seasonal sales fluc- 
tuations. It would seem that the larger 
the seasonal factor, the less value direct 
costing would have. 

Suppose a concern produced entirely for 
the Christmas trade and sold its entire 
annual output in a single month. Let us 
further assume that production was per- 
fectly balanced over the entire year, which 
would be the most economical basis of 
operation. Under direct costing, such a 


First 
Quarter 


Sales $30,000 
Net Operating Profit 2,400 
Per cent to Sales 8.0 


Now let us compare this with the per 
cent profit to sales resulting from applying 
direct costing to the same figures, using 
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concern would be showing unrealistic 
losses during eleven months of the year, 
due to writitng off its fixed factory costs. 
It would indeed be difficult for the ac- 
countants to explain such losses in view 
of efficient factory operations. Of course, 
these losses would be offset by a large 
profit during the month in which the year’s 
output is sold. Such a situation is difficult 
enough under absorption costing, but di- 
rect costing would merely make matters 
worse. 
Since the above is admittedly an ex- 
treme case, we could use the illustration 
given in Exhibit 8 of N. A.C. A. Research 
Bulletin No. 23 as a more typical exam- 
ple. The advantages of direct costing that 
are apparent are not so evident if we as- 
sume that the sales fluctuation in the ex- 
ample is seasonal in nature and, also, if 
we carry the comparison a bit further. The 
point can be brought out more clearly if 
we use a variation of absorption costing 
for comparative purposes. This variation 
would be to defer the volume overhead va- 
riance until the end of the year, a practice 
I believe not uncommon with companies 
using standard costs. Had this been done, 
the following results would have been 
shown: 

Example 1—absorption costing figures 
adjusted to defer overhead volume vari- 
ance until end of year. 


Third 
Quarter 


Second 
Quarter 


Fourth 
Quarter 


$28,000 $32,000 $32,000 $122,000 
2,100 2,700 3,100 10,300 
7.5 8.4 9.7 8.4 


Total 


the figures from Example 3 in Exhibit 8 
of the Research Bulletin: 











The adjusted absorption costing figures 
shown above resulted in a 7.5 per cent 
profit for the second quarter. This is cer- 
tainly much easier to explain than the 
sharper drop to 6.1 per cent shown for 
same quarter under direct costing. The 
third quarter profit of 8.4 per cent under 
absorption costing is also easier to justify 
(with hindsight as to what the year's 
profits will average) than the 9.7 per cent 
shown under direct costing. Even after 
absorbing the remaining deferred overhead, 
the profit of 9.7 per cent in the fourth 
quarter is no more difficult to explain than 
the 9.7 per cent shown by direct costing. 
A number of the advantages given for 
direct costing rely on the supposition that 
it results in accounting statements more 
readily understood by management. In in- 
stances similar to the one just describec, 
this would not seem to be the case. 

Another situation in which the disadvan- 
tages of direct costing might not be appar- 
ent is the case of a company making a 
large variety of products with varying de- 
grees of fixed expense utilization. Take, 
for example, a concern having a plastic 
molding department which has ten or fif- 
teen different presses of varying complexity 
and capacity. Another example would be a 
trimming department which hand-trimmed 
some parts and had numerous machines of 
varying complexity to trim others. Such 
concerns might have considerable difficulty 
with direct costing, especially for quota- 
tion purposes. The direct costs on two 
products might be the same, yet one might 
be produced with a minimum of equip- 
ment and the other might require very 
complex machinery. 

With absorption costing, varying over- 
head or machine hour rates would at least 
work in the direction of adjusting costs 
for quotation purposes to reflect the vary- 
ing machining utilization costs. But, un- 
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der direct costing, many of these variations 
in machine utilization might be ignored, 
due to the use of averages for fixed e&. 
penses. Of course, this danger could be 
avoided if direct costing were supple 
mented by all the work required under 
absorption costing. However, the extr 
work would result in the loss of a major 
advantage claimed for direct costing. 

On citing the above cases, it is not in 
tended to depreciate all advantages claimed 
for direct costing, but rather to note that 
the points mentioned seem to offset some 
of these advantages. Perhaps there are an 
swets applicable to these points. If s 
the above review may help clarify the sit 
uation and bring about a better under 
standing of the field to which direct cost 
ing is best adapted. 


C. M. REINHERR, Akron Chopier 


DIRECT COSTING ASSISTS 
INVENTORY CONTROL 


Editor, N.A.C.A. Bulletin: 


WHEN A PRODUCT is costed by the a> 
sorption method, a computed overhead cost 
is allocated to the unit to absorb manufac 
turing expenses. This amount, based ona 
predetermined volume level, is designed to 
absorb all expenses, both fixed and vati- 
able, which would be incurred at that level 
When sales are at about the planned vol 
ume but producticn is at a higher level, 
inventories are increased and an overab 
sorption of fixed expenses occurs whid 
results in added book profits. 

Another situation involves the une 
pected drop in sales volume. Normally, 
production should also be curtailed. Sine 
this action immediately creates underi> 
sorbed burden, there can be a tendency t 
continue the normal productive pattem # 
long as possible to minimize the losses a 
reduced profits which result from the drop 
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in sales. In an exaggerated case, it is 
possible to increase production to the 
point at which the increased burden ab- 
sorbed will completely offset the reduction 
in standard gross profit due to the reduc- 
tion in sales volume. This. tendency causes 
inventories to rise, freezes working capital 
and creates artificial profits. 

This practice of producing for inventory 
would be controlled effectively in compa- 
nies subject to highly centralized control. 
However, in companies operated as multi- 
unit organizations with decentralized au- 
thorities and responsibilities, the practice 
may occur to a considerable extent. Man- 
agers of decentralized operations are usu- 
ally subjected to severe pressure to make 
profits currently. This can lead to show- 
ing profits on the current month’s opera- 
tions by building inventories to the detri- 
ment of future months’ operations. 

Under the direct costing process, only 
the variable cost elements are inventoried. 
Fixed costs are expensed currently. Using 


the previously cited examples, maintaining 
or increasing production levels when sales 
fall off will not create any profit advan- 
tage. The decision to adjust productive 
operations will thus be based on more 
realistic factors, such as availability of 
working capital, forecasted sales, and the 
need for maintaining a stable minimum 
work force. 

Some companies have been reluctant to 
change to direct costing because of the 
necessity for obtaining prior approval 
from the Bureau of Internal Revenue. 
This can be avoided by using direct costing 
on a current basis for interim (monthly) 
reports and adjusting annually to the ab- 
sorption costing basis for public statements 
and tax returns. The annual adjustments 
are relatively easy to accomplish, the ma- 
jority of the advantages retained, and the 
problems of qualified certificates and Rev- 
enue Bureau approvals avoided. 


A. C. CRANE, Milwaukee Chapter 








